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An understanding of the marketing of cotton involves a knowledge 
of the demand for cotton, the supply of it, the machinery developed 
to bring demand and supply into trading relations, and the his- 
torical development of these three market factors. This analysis of 
the fundamental factors involved in cotton price making and this 
description of the markets in which prices are made is a contribution 
to that understanding. 


DEMAND FOR COTTON 


The price of cotton depends upon the intensity of human wants, 
the supply available, and the purchasing power of those whose wants 


1 Credit is due Florena Cleaves for much assistance in research and in the preparation 
of the text of this report. 
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are to be satisfied. The historical development of cotton marketing 
shows that demand factors took the lead in molding cotton-marketing 
methods.” Much of a given cotton crop is bought long before it is 
grown. The spinner often contracts for his supplies of the new crop 
in June and July. The purchase from the farmer is frequently the 
last transaction in the series through which the spinners obtain their 
cotton. If the crop turns out much less than anticipated, more cotton 
may have been sold than is actually grown. Not all cotton is sold 
on contract before it is delivered by the farmer, especially in the lat- 
ter part of a season when the outturn is large or larger than expected, 
ee even here much of the cotton is sold for forward delivery before 
1arvest. 

Because of this method of doing so large a part of the business 
on “ basis ” for forward delivery, this study begins with a brief analy- | 
sis of demand and supply factors and is followed by a consideration 
of spinners’ markets and of the local market. The growers should 
be placed in a position to grow a commodity to meet a fairly well- 
known demand. They should more closely coordinate the volume of 
their production and the quality of it to the wishes of the market. 


USES OF COTTON 


Broadly speaking, the uses of cotton may be grouped under three 
heads: (1) In manufacture of clothing, (2) 1n industry, and (8) in 
household furnishings. In the United States the best available data 
show that approximately 50 per cent of the 6,000,000 bales of 478 
pounds net consumed in the mills of the United States in 1919 went 
into clothing, 34 per cent into industry, and about 16 per cent into 
articles for household use. 


TABLE 1.—Raw cotton, including linters, consumed by industries in census years, 


1904-1919 
Industry 1904 1909 1914 1919 
Pounds Pounds Pounds Pounds 
Cotton smanutacturestose eee 1, 876, 437,150 | 2,335, 344,906 | 2, 523, 500, 837 2, 758, 355, 619 
Woolen manufactures: 
Wioolentco0ds = eset eae 28, 279, 832 15, 801, 394 23, 915, 496 14, 629, 920 
WIOrSteGisO0dS asses = e eee 4, 333, 576 4, 222, 667 4, 471, 526 2, 745, 483 
Warpetsiand ntgsas2 sea eee 1, 997, 369 5, 147, 130 3, 802, 789 3, 864, 826 
Belt foods eae sea aE ee 1, 982, 624 1, 375, 670 Sy ilelier one 1, 442, 406 
0) 2 Ua ES ee aT eh 36, 593, 401 26, 546, 861 35, 307, 083 22, 682, 635 
ATG POOG Sree seed sala Te Sale eee 50, 586, 760 75, 416, 023 88, 390, 208 93, 050, 318 
Cordage and twine, jute goods and linen 
FOOGS Fis ies Aa we ONES eaee nny ies 18, 142, 735 27, 624, 490 32, 336, 685 31, 685, 111 
Wool shoddy tess tee eee ree aes 44, 400 293,292 | 399, 965 f 
a SSS, SSS SE SESE EE 
INOUE Sere ie eae aie ea ee eh ea 1, 981, 804, 446 | 2, 465, 225, 572 2, 679, 934,778 | 2, 905, 779, 683 
Rearranged from Fourteenth Census of the United States, Manufactures, Vol. X, p. 150. 


>See mimeographed report, Evolution of Cotton Marketing, by Alonzo B. Cox. 
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TABLE 2.—Raw cotton, including linters, consumed in the United States, by 
census classification of industries and by specified uses of product, 1919 


[Thousand—i. e., 000 omitted] 


Consumption 
Industry Distributed to— 
| : Total 
| Clothing | Industry | Household 
5 eae RSS EE Oe ee ere (tee eee re 
- Cotton manufactures: Pounds Pounds Pounds Pounds 
COthOn ZOOS. See eae eae a eS EE TR ee 1, 323, 279 946, 615 483, 495 2, 753, 389 
@ottonsmalliwarese-e ease ewe eine ene ANG (pe ne Bid PORE EST remea 4, 967 
WOLL OMA CE Seu eee ee se ee i le | (1) (1) (1) (1) 
LRG Gal eee ee oe er kee ete era 1, 328, 246 946, 615 483, 495 2, 758, 356 
MWool Mmaniiactunress + Seok Saeed ee ey ee DINGS ete a see see Ne ee 22, 683 
PROT POO CS ca eteste sss rt Re ne ean RTA Ea 3 oe Dee OSE ODO | Hees ae ee isan owen 93, 050 
Sikataam wiaccures: 14 tt Ae sos SEE ES ET (2) 2 (2) 2 
Cordage and twine, jute goods, and linen goods________|__-____-___- SOS Oe eee 31, 685 
PDD SSCS 8 See EE eye Re ete a ea pe (G3) 2 a ee Na ba Pe 6 
ALO EA eres ee cere Ueto ae INES Le GE, | 1, 448, 985 978, 300 483, 495 2, 965, 780 


Compiled from Fourteenth Census of the United States, Manufactures, Vol. X, p.150. Distribution has 
been made on the basis of statistics shown in Table 19, p. 171, of the same volume. 
__ These estimates are made upon the description of the item in the census classification, when possible. 
_Itis assumed, for instance, that all gingham is used for clothing, and that all tire duck is used inindustry. 
In an item like sheeting, the distribution was made after consultation with some of the largest cloth mer- 
chants. Household uses include bedding equipment, towels, tablecloths, and similar items; but do not 
include canvas, window shades, and wire insulation. The latter items are considered a part ofthe building 
trade and included in industry. 


1 Raw cotton not reported separately. Cotton yarn and raw cotton combined totaled 11,036,199 pounds. 
2? No raw cotton used. Cotton yarn used, 17,958,012 pounds. 


Broadly speaking, it may be said that the quantity of cotton used 

in industry is determined by the state of industry rather than by the 
price of cotton. The automobile industry uses a great deal of cot- 
ton, but the quantity used in making any one machine is a negligible 
part of the value of the finished machine. The price of cotton is a 
greater factor in determining the price of automobile tires, but even 
here the demand for automobiles is the big factor in selling tires 
rather than the price of tires themselves. The same is true in a 
general way in the building, milling, and other important 
industries. 
In the small wares like laces, embroideries, and thread, the price of 
the cotton used is small compared with the sales price of the goods 
to the consumer. The demand for such goods is not greatly affected 
by the price of raw cotton. 

All textiie materials have a more or less broad area of substitution 
for each other. Since cotton is the cheapest of the important textile 
materials, some cotton is usually mixed with the others when pos- 
sible. The quantity used in different years is shown in, Table 1. 
Table 3 shows the quantity and value of cotton used in the manu- 
facture of wool and silk fabrics. 


4 BULLETIN 1444, U. S. DEPARTMENT OF AGRICULTURE 


TABLE 3.—Cotton used in the wool and' silk industries, census years, 1904-1919 | 


Wool industry Silk industry 
Census year = 
Raw cotton 1 _ Cotton yarn Value Cotton yarn 2 Value 
| Pounds Pounds Dollars Pounds Dollars 
GQ Apis ee ee en cue 36, 593, 401 60, 429, 356 17, 437, 600 9, 018, 295 3,057,989 | 
TUG, OS SaaS a ee eS el Deh | 26, 546, 861 65, 598, 854 18, 534, 218 14, 111, 878 5, 811, 582 
UG) erp Reine Sree et eon, Seen epee | 35,307, 083 56, 988, 329 17, 658, 852 18, 333, 810 7, 241; 57d | 


NOLO a8 Saks tar nore Leen 2 oan ee 22, 682, 635 46, 039, 351 37, 892, 622 | 17, 958, 012 18, 418, 456 


Compiled from Fourteenth Census of the United States, Manufactures, Vol. X, pp. 222 and 242. 


1 Not including ‘‘cotton dyed, bleached, carded, and other prepared and cotton waste’’; in 1919 this item 
is reported aggregating 17,815,143 pounds, "valued ‘at $4,079,446. 
2 No raw cotton used in the silk industry. 


On the other hand, the values of many kinds of cotton goods are 
determined to a large extent by the value of raw cotton. These | 
include a large part of the cotton goods used for clothing and house- 
hold furnishings, especially cheaper kinds like ducks, denims, and | 
sheetings. As the poorest peoples depend on cotton goods for their 
clothing, the price of the goods is an important factor in determining» 
the quantity taken. 


WHERE COTTON IS CONSUMED 


The number of spindles in a country is one of the most important — 
indications of the demand of that country for raw cotton for use in 
the manufacture of cotton goods. There are approximately 
158,000,000 cotton-spinning spindles i in the world and they are found 
in every important country. 


TABLE 4.—World cotton spindles, active and idle, 1923 


Cotton || Cotton 
OUnerY. spindles | onus, spindles 
Number Number 

WUMmited Stalesee = -= asso ee eee es 37, 409, 000 || Europe—Continued. 

Europe: Nsthonia=—- ose a eae 576, 000 
Wmitedakeine domaine 56, 583, 000 Rortugal as sees seers ms ses 487, 000 
Wrance ss: S208 3— =. Peto Sid ret 9, 600, 000 Minlani et 2322 ES ane is ee eee 241, 000 
Germany sa0sb oso ee 9, 605, 000 Other Europes]. sna 425, 000 
Russia eS es ee aE See Be 12-246; 000!) arias: Se PES ee hes ee a eae 7,331,000 — 
Ttaly s+ s-<22? eS Ses Ae570, OOO)! (JAPAMl s+ Ves ee Se Ee ees 4,877,000 — 
Czechoslovakias< 232s ees 3500s, COUR c@ hina a5. s ore eae oe ore eae 2, 680, 000 
Spalhes: sce aa a are ere 1813; 000)|)) Brazil’ = 2 is se ey eee 1, 700, 000 
Bel gine. see eee ae 1683" 0007 Canadian <= See eee re eee eee 1, 375, 000 
Switzerland!==2 22) eS ee ae 1513000) Miexicoue - ove 30 bh = teas 2k eo Se eee 770, 000 
Poland. 5234 38 4-25 es Pee 2 1, 200;,000, || All other-countries—.-----2----.2..L5 325, 000 
TUS UTP eee a eee ee 1, 023, 000 : 

Netherlands: 220 raieare ie 2 669, 000 Total <32- fei ewe aes i 157, 775, 000 
Sweden =e (0 S52 ge oe 566, COO 


Compiled by the Bureau of the Census from a number of sources, among them the International Federa- 
tion of Master Cotton Spinners’ and Manufacturers’ Associations. 
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The quantity of cotton used in a country is not measured accu- 
rately by the number of its spindles, for different spindles spin dif- 
ferent counts® of yarn. Two mills with an equal number of 
spindles running the same number of hours would not require the 
same quantities of cotton if one were spinning 10s and the other 
(100s, for the former would use almost ten times as much cotton 
as the latter. 

Table 5 shows the number of running bales of cotton used per 

: 1,000 spindles. 


TABLE 5.—Consumption of cotton, all kinds, actual bales per 1,000 spinning 
spindles, in specified countries, 1912-13 and 1920-23 

| 
| 
Country 19121 1913 1 1920 2 1921 2 1922 2 1923 2 


Bales Bales Bales Bales Bales Bales 
Meret Gritains<ie- ot eet) sit eee) 77. 27 76. 80 63. 65 35.97 50. 69 48. 92 


(Ciaionigh ype ere Pe PRU ARN Serge Pan, 167. 61 157. 95 92. 70 114.10 126. 21 111. 95 
PEUTISS1 Be eae en ee eee aid we Lee Cy 251. 54 QO9ESS |e FEA FE ee 567. 28 270. 94 


111.30 78. 99 110. 86 126. 00 


64.521 114.56] 184.96 189. 61 
BTEGON aks eae Ofreren eS 


ETT GNSS a Ea a ew ee eee on al Cee * 148. 29 132. 70 173. 93 136. 56 149. 68 163. 94 
BVTiONd CO es Uaerae eS SEU lege 83. 3 Se 176.85 226. 99 174. 89 168. 16 179. 88 177.47 
BEA ere a ee a ea Se RD A 579. 88 423. 57 228. 00 378. 90 300. 78 328. 61 

menrorld as reported! 252/232 tis 156; 480). 156..30) |o2222 222 116.17 | 137.38 141. 27 


| Compiled from International Cotton Bulletin, official organ of the International Federation of Master 
Cotton Spinners’ and Manufacturers’ Associations, Manchester. 

1 Year ended Aug. 31. 

2 Year ended July 31. 

3 Exclusive of Austria. Of the 4,941,320 spindles existing in Austria in 1914, 3,582,772 spindles were 

j situated in Czechoslovakia. The number of cotton-weaving looms in Czechoslovakia is 116,600. 


| 
i 
i 
| 


NET CONSUMPTION OF COTTON AND COTTON GOODS 


Some of the leading cotton-manufacturing countries buy Amer- 
ican cotton, manufacture it, and sell the goods to other countries. 
The real measure of demand is not so much the conditions in the 
manufacturing country as the buying power and disposition of the 
people in the countries that ultimately consume the goods. 


8 The “count” of yarn is the number of 840-yard hanks to the pound. 


] 
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TABLE 6.—Ultimate consumption of cotton in specified countries* 


_ 1912-13 1920-21 1921-22 1922-23 
Country 
er Per Per Per 
Total capita Total capita Total capita Total capita 
1,000 1,000 1,000 1,000 
; pounds |Pounds| pounds |Pounds| pounds |Pounds| pounds | Pounds 

United States _.___-_- 2, 236, 865 23.3 | 2,185, 134 20.4 | 2,652, 887 24.4 | 2, 853, 112 25.9 
United Kingdom____- 699, 879 15.4 337, 998 71283 443, 202 9.4 308, 854 6.5 
Iran Ce seers es ee 403, 936 10. 2 280, 294 6.8 321, 149 Well 432, 848 11.3 
Germanyes ose aes 867, 467 13.4 (2) (2) 2 (2) 346, 190 5.8 
British India____-___- 1, 069, 300 4,4 547, 360 1S 758, 645 2.4 | 1,041, 968 oe 
Ching ae aes 2, 255, 413 6.7 | 1,195, 154 3.7 | 1, 082, 321 2.5 | 1,441, 742 3.3 


1 The figures in this table are derived as follows: To the stocks of cotton and linters | 
at the beginning of the year are added the number of pounds grown in the country, the | 
number of pounds of cotton, linters, and waste imported, and the quantity of goods 
imported. From this sum are deducted the stocks of cotton and linters at the end of 
the year and the quantities of cotton, linters, waste, and cotton goods exported. 
Where the manufactured goods are not given in pounds they are, when possible, con- 
verted on the basis of comparative weights. Five per cent is deducted from all cotton | 
manufactured in a country as an allowance for “invisible waste.” Five per cent may | 
be relatively high for Hngland because of the grade of cotton used. 

The official sources from which data related to imports and exports were obtained are: 

France. Direction générale des Douanes. Siatistique mensuelle du commerce ex- 
térieur de la France. 

Germany. Statistisches reichsamt. 
des Deutschlands. 

United Kingdom. Great Britain Board of Trade. 
navigation of the United Kingdom. 
India. Statistical department. 

tion of British India. 

India. Statistical department. 
India with foreign countries. 

United States. Bureau of foreign and domestic commerce. 
navigation of the United States. 

China. Inspectorate general of customs. 

2 Not available. 


Monatliche nachweise tiber den auswiirtigen handel 
Accounts relating to trade and 
Accounts relating to the sea-borne trade and naviga- 
Accounts relating to the trade by land of British 
Foreign commerce and 


Foreign trade of China. 


QUALITIES OF COTTON AFFECT DEMAND 


Various classes of cotton are found in the total supply. The 
characteristics which determine the uses of these classes are grade, 
staple length, color, and character. Length of staple is the im- 
portant factor determining the fineness of yarn and is important in 
determining strength. If the requirement is for very fine or strong 
yarn, longer staples are needed. The high-count yarns are used 
especially in making fine dress goods. 


TABLE 7.—Length of fiber and spinning counts of yarn 


Spinning Spinning 

Length of fiber (inches) oe of Length of fiber (inches) oe of 

(number) (number) 

Up to— r Up to— 
(7, US Peg eter rn ie et eae Oy IIS It es B15) eo Ee Para er, aaa Bis aka eons SS oS 70s 
COS / elce  P e Ncl ACAISSt os eh PADS) Na Eg ie lea Ge SR RA a aC To 90s 
CD ibe PAR eh a eat Aces ep eligi es 2d i PASH We Reo ith es Saleen Nas SN ane Ie ei) ae GIL io SN 140s 
LEC Aate ne ie alah e Me Oe poe abe y Boe AD Seal EG ether AS ae Eas Se ae ee See oe 200s 
1 (eee A A a Pe RE pe HI tS a | EOS iH LN SRS te eats nie as ees St eee nA i ree 400s 


Adapted from NASMITH, JOSEPH. THE STUDENTS’ COTTON SPINNING. Manchester, 1896. p. 74. 


Even in the best bales of cotton the fibers are not all the same 
length, but in good cotton the bulk of the fibers tend to be about the 
same length. Such cotton is said to have “ uniformity ” and is more 
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valuable for spinning purposes than cotton which has no predomi- 
nating length of fiber. Cotton that lacks uniformity is said to be 
“wasty,” which means that many short fibers must be removed be- 
fore it spins satisfactorily. 


THE GRADE+* 


The number of pounds of yarn made from a given bale is deter- 
mined largely by the grade and humidity of the cotton and the uni- 
fermity in length of the fibers. The higher grades of good charac- 
ter have comparatively little waste, but waste makes up an appre- 
ciable part of the weight of a low-grade bale of poor character. 

Waste may be either visible or invisible. Invisible waste has no 

value and consists of such things as loss of moisture, dust, and short 
fibers which are lost in the air. Visible waste consists of trash and 
dirt which have little or no value; and motes, neps, and short fibers, 
which have some value. Thus, with the same set of machinery it 
takes longer to run a bale of 500 pounds of low-grade cotton through 
the mill than a high-grade bale of the same weight, and at the end 
of the process the spinner has fewer pounds of a less valuable article. 
The machines must be run slower and must be cleaned oftener, and 
the thread breakage increases in the lower grades. In spinning tests 
conducted by the United States Department of Agriculture in co- 
cperation with textile scheols and private mills, it was found that 
the breakage on the spinning frame (not due to mechanical defect) 
was 12.1 per cent of the number of threads in the Middling Fair 
grade, 13.8 per cent in the Good Middling, 14.4 per cent in the Mid- 
cling, 27.5 per cent in the Law Middling, and 32.2 per cent in the 
Good Ordinary. 
The value of yarn from high-grade cotton is greater than the 
value of yarn from the lower grades, because of its comparative ten- 
sile strength. The breaking strength in pounds per skein® of yarn 
is shown in Table 8. 


TABLE 8—Comparative tensile strength of 22s yarns from specified grades of 
Upland cotton in pounds per skein of 120 yards 4% 


Eastern Upland Western Upland 


| | 
| Twist con- laea_ le e a A | | | 
stant > Jid- | Good e ow ood | _ | Mid- | Good | 4,-; Low | Good | 
; | dling | mid- | Sing | mid- | ordi- | (AY, | dling | mid- | Gig | mid- | ordi- | AY: 
| fair | dling dling | nary fair | dling 8 | dling | nary | ©T28° 
Ey ES Ea JR EY (SU a Fe eee) Cte ce | Ngee] pee een] (Se Tun] (aR EN cess) [RIPPER (ates tee 
[ee Lbs. ifiee ict Lbs. | Lbs as Lbs. | Lbs. | Lbs. | Lbs. | Lbs. 
eet) eee 1 70.9} 76.0} 75.2] 72.3} 70.4] 74.0} 84.1) 85.7] 83.7 72. 2 76. 6 80.5 
4.54 Sea ase eee ! 75.7] 76.4) 74.4] 73.1) 67.5 | 73.4) 86.3 82-1} 82.3 | 73.3} 75.9 80. 0 
+(e | 74.1] 75.8] 70.5] 71.0| 66.4] 71.6] 82.4] 79.0| 79.1| 69.7] 75.1 Ciot 
Cus See Pen | 72.5} 69.8] 69.8] 69.6] 67.6 | 69.9] 82.7 | 78.9 | 78.5} 69.1] 71.9 76. 2 
Average______ | 74. 6 | 74.5 | 72.5 |} 71.5 | 68.0 | 72.2 | 83.9 | 81.4] 80.9} 71.1] 74.9 78.4 
| 


Adapted from Department Bulletin 591, United States Department of Agriculture, page 6. 
¢ As shown by mill tests. 
+ Twist constant 4.75 is considered as standard for warp yarns, Upland cotton. The twist per inch in 


seed in the yarn will be found by multiplying the square root of the number of yarns by the twist con- 
stant. 


+See also p. 62. 
°In commercial practice, the strength of yarn is determined by winding a skein of 120 


yards (80 rounds on a 11-yard reel) and breaking this skein on a standard strength- 
testing machine. 
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Bleaching qualities of the yarn or cloth are determined by the 
grade of cotton and they affect demand. The yarn which bleaches 
white with what the trade calls “bloom” has more value than the 
yarn with a dead appearance or a slaty bluish cast. According to 
tests, the yarn made of cotton above Middling is bloomy white, 
Middling makes white yarn, and the yarns from. grades below Mid- 
dling have a slaty bluish cast. Moreover, where _ goods are sold in 
the gray, the spots in the lower grades may decrease the value. 

In making his selection the spinner weighs other characteristics 
of certain lots of cotton. He may say the cotton lacks character, 
which usually means that its color is more or less negative, or its 
feel lacks hfe and strength. Cotton may show many immature 
fibers or fibers that are partly perished. Such defects in cotton 
lessen the number of its uses. 

Mills may develop, through brands or otherwise, a good will for 
a particular kind of cloth “that requires certain characteristics in 
the raw cotton. This may have an important effect on the demand 
for the desired cotton.® 

The spinning of each grade of cotton requires a different ma- 
chinery “set-up” for best results. The demand, therefore, can not 
readily adjust itself to radical changes in the grade of crops. This 
is an important cause of the wide fluctuations in price as between 
grades. 

Supplies of other textile materials affect the demand for cotton. 
In weaving, the yarns of silk, wool, linen, or cotton are used in 
almost any combination. W hen the woods made of the different 
materials come on the market, one is “substituted for the other if 
supply or price conditions seem to warrant it. 


% 


TABLE 9.—Raw fibers other than cotton consumed in textile industries in the 
United States, census years 1904-1919 


Year Wool Animal hair Silk Flax Henly Te 
Pounds Pounds Pounds Pounds Pounds 
TOY Us sea Ri a SIG oe a a Ste eS 501, 424, 203 44, 079, 928 11, 572, 783 (4) i 
e's ae Stn Dees CP one. ee 559, 850,995 | 41,549,822 | 17,729,306 | 28,063,703 | 632,786, 278 
TIS) oa ek ee ga yee ee es 510,008,799 | 44,821,941 | 25,021,945 | 26,455,737 | 751, 008, 927 
1919S a> a ee eee 496, 434, 834 | 55, 364,735 | 27,857,055 | 12,787,560 | 570, 494, 610 


Rearranged from Fourteenth Census of the United States, Manufactures, Vol. X, p. 150. 
1 Not available. 


MEASYRES OF DEMAND 


Spinners’ weekly takings, or “gone out of sight” movement, is 
used rather generally as one indicator of the state of demand. This 
figure means shipment to mills, not mill purchases, and may not be 
timed with the sale of goods, or purchase of the cotton, or fixing of the 
price of the cotton which may take place either before or after the 
shipment of the cotton. The figures tend to forecast mill activity 
rather than to indicate the state of the market. 


6 For detailed analysis of qualities of cotton affecting demand, see Textile World, Aug. 
16, 1924, p. 43. 
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Exports are used as a measure of foreign demand. These figures | 


do not time with mill takings, because foreign merchants import 
large quantities of cotton and carry it by hedging. Thisis illustrated 
by Figure 1. 3 

Mill consumption is used as an indication of demand for goods 
and as one item in arriving at remaining supphes. Mull consump- 
tion figures are published monthly for the United States by the 
Bureau of the Census. The only world consumption figures are 
those published semiannually by the International Federation of 
Master Cotton Spinners’ and Manufacturers’ Associations, Man- 
chester, which publishes also the number of active spindles. The 


EXPORTS AND FOREIGN MILL TAKINGS OF AMERICAN COTTON 
PERCENTAGES OF ANNUAL TOTAL 


Four-Week Periods, Aug.!. 1912-July 31, 1914 and Aug.|, 192i-July 31, 1923 
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Fic. 1.—Each four-week period is shown as a percentage of the year’s total. The export 
figures used are those compiled by the- Department of Agriculture from Government and 
commercial reports and issued weekly in Crops and Markets. The foreign mill takings 
of American cotton are from the weekly reports of the New York Cotton Exchange 


market does not wait for these figures to gauge demand. Reports of 


individual mill activities such as the amount of curtailment, if any, 
and the number of idle spindles, are used to forecast the census 
figures. 

Cloth sales of mills, commission merchants, jobbers, and retailers 
are considered good indicators of demand. Weekly reports of Fall 
River print-cloth sales are important figures of sales at mill points. 


Some of the large dry-goods jobbers publish their weekly sales, which 


furnish some ground for estimating demand at jobbing centers. 
The parity between the prices of cloth and yarn and of the raw 
cotton shown in Figure 2 is an index of the trend of demand. 


SUPPLY OF COTTON 
The world’s supply of cotton for price-making purposes consists 


of cotton already in existence, or spots, and cotton in prospect. The 
6103°—26 2. 
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world’s supply of spot or actual cotton equals the outturn of the 
current year plus the carryover from the previous year. The pros- 
pective supply is the anticipated size of the next crop. The poten- 
tial crop enters the market through transactions for future delivery. 
Therefore the price-making machinery tends to base operations on 
a supply made up from three crops. 


SUPPLY OF SPOT COTTON 


The different kinds of crop figures may be illustrated by those 
published for the crop of the United States. The significant figures 
are (1) the estimated number of 500-pound gross weight bales 


PRICE INDEXES FOR CLOTH, YARN, AND RAW COTTON 
Aug., 192!-July, 1924 


tee ea eee reece boc ai 
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175 acs f4 Aa 
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| 
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A.S.ON DOF MAMISJAS OND IF MAMSIASONDIF MAMI IA 
IS2i2e 1922-"23 1923-"24 


Fic. 2.—The prices used are taken from the United States Department of Commerce, 
Survey of Current Business. The yarn price is for carded white, northern, mulespun 
22/1 cones, Boston. Prices of print cloth are for 27 inch, 64 by 60, 7.6 yards to the 
pound, Boston. Prices of sheeting are for 4/4 Ware Shoais, L. L. 36 inch, 4 yards to 
the pound, New York, 


grown, (2) the counted gin bales, and (3) the number of bales 
entering certain designated markets, or the commercial crop. 

Early in December the Division of Crop and Livestock Estimates 
of the United States Department of Agriculture makes its last 
report for the year. An estimate of the number of 500-pound gross 
weight bales of cotton grown is included, based largely on ginnings 
prior to December and the quantity estimated by farmers, ginners, 
and others as remaining yet to be ginned. This estimate is impor- 
tant in that it removes doubt as to the approximate size of the crop. 
The supply is thus evaluated and loses a large part of its force as a 
factor in the market. The question becomes one of balancing an 
untested demand against a known supply. 

The Bureau of the Census gives the crop of the United States in 
terms of ginned bales. The final figure for any crop year is pub- 
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lished in March. Ginners estimate the quantity of any old cotton 
yet to be ginned and it is counted. The figures are given in gin-run 
bales except that round bales are counted as half bales. The chief 
significance of these figures lies in their assistance in arriving at the 
carryover, and as a final check on the December estimate of the 
Department of Agriculture. 

The commercial crop of the United States, as reported by the 
New Orleans Cotton Exchange, is made up of receipts at Gulf and 
Atlantic ports, overland movement to mills, and southern mill con- 
sumption, minus cotton taken by southern mills from ports. Other 
organizations also publish data on the commercial crop. Almost 
no baled cotton is consumed on farms, so that the average of the 
figures for the commercial crop should be about equal to or a httle 
larger than those of the gin-bale crop of the Bureau of the Census, 
plus linters, though for any one year they may be very different, 
because of a difference in the marketing policy of the growers. 


THE WORLD COTTON CROPS 


The world draws its supplies of cotton from many sources. The 
area of cotton production has not reached its limits, especially in 
the great regions of South America and Africa. Problems of ex- 
pansion of production are economic rather than physical. 

Official estimates of production comparable tc those of the 
Department of Agriculture for the crop of the United States are 
given for Egypt, India, and some of the other countries; but the 
trade has not in the past attached to such figures the importance 
given to the official crop figures for the United States. Reliable 
census reports of ginnings are not available for the world crop or 
even for the leading countries. The commercial crop of India is 
based on receipts at Bombay; and the crop of Egypt, on receipts at 
Alexandria. The commercial crops of the other producing countries 
are usually combined under the heading “all other.” Some figures 
are available for exports of Chinese cotton, and the Liverpool 
exchange publishes weekly imports of Peruvian cotton. 

The United States Department of Agriculture and the Interna- 
tional Institute of Agriculture attempt to obtain the gin-bale growth 
for all producing areas. The United States Department of Com- 
merce and commercial factors do not attempt to estimate actual 
growth of the small countries, but rather to estimate the movement 
of the commercial crop. 

About 97 per cent of the world’s supply of cotton is grown in the 
Northern Hemisphere. The planting is done mostly in March, April, 
and May; and the harvest months are September, October, and Noy- 
ember.’ The world movement of cotton is therefore distinctly sea- 
sonal. The cotton in the Southern Hemisphere is planted from Sep- 
tember to December, and the harvest period is bia February to 
July. There are sufficient variations from these dates to justify the 


statement that the cotton crop exists at all times in all states of de- 


velopment. The distinctly seasonal character of the movement of 
the world’s cotton into commercial channels is illustrated by 
Figure 3. 
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TABLE 10.—Sources of the world supply of cotton, average 1909-10 to 1913-14, 
annual 1921-22 to 1923-24 


Average 
Country 1909-10 to 1921-22 1922-23 1923-24 
1913-14 
North America: Bales Bales Bales Bales 
United: States s2 4255s oa Se re Eee aiates alee 13, 033, 235 | 7,953,641 | 9, 762,069 | 10, 139, 671 
TOXIC Ose Se Sas SR pp a eS eg 193, 000 147, 302 178, 243 138, 000 
PDN OGL 5 eee oe I ge SE eae 13, 226, 235 | 8,100,943 | 9,940,312 | 10, 277, 671 
Central America, South America, and West Indies__-_- 5, 301 3, 062 4, 329 4,137 
IBUTOPC 2822 See Se aN Ra OES SS ae SS a ee See 13, 889 8, 311 18, 635 15, 147 
See a 
eG eT NA Sg RN SS ACR A Ve 1, 453, 000 902,000 | 1,391, 000 1, 353, 300 
Kaclo meatal RSJ UKG beh atagiedetsee iNet icy UN nah CD, Uae sa 12, 552 19, 707 23, 452 40, 607 
AUT Se a oi) ae a ah I ea ea 20, 338 31, 381 77, 678 94, 142 
SNA UCC FS BY ies ee el a NE UN SE ke DEES ee 3, 525 997 2, 816 5, 774 
ETN Gaal eee has ane 2 tia tee em a el ta eae ee eae ne Semp 1, 489, 415 954,085 | 1, 494, 946 1, 493, 823 
Asia: 
Miurkey:; A STAG Crees Soke eee De Par ae er ACI oe See 133, 000 30, 000 50, 000 60, 000 
1 eG Uke erect pets satel eats aE paral is Ns SNS a ge Ee ae SS 3, 585, 000 | 3,753,000 | 4, 247, 000 4, 247, 000 
RUSSIA: A SIAG] Case ance wee is oe NS Dee Mees ee yet 953, 000 43, 000 55, 000 189, 000 
(©) uh a eee ea MueN mcs SI col Coaeias ya a ene ab ER ee el 3, 473, 000 | 1,517,000 | 2,318, 000 1, 992, 900 
Choséa (CHRO a) a ee Ra a (a 17, 387 92, 448 103, 347 111, 088 
WAIT Others tee Cites se he) a Tg ee a ee 2, 080 1, 713 1, 687 2, 031 
+0 Bo) 2 SNM a2 Bet ce aah MM an eS 8 Ett Cy 8, 163, 467 | 5,437,161 | 6,775, 034 6, 602, 019 
‘otal’ Northern’ Hemispheres2-3 325.2232 ee ee 22, 898, 307 | 14, 503, 562 | 18, 228,256 | 18, 392, 797 
Southern Hemisphere: : 

i eR Re ANN ve eed Ais 92s 1 WS Ze 110, 000 182, 410 200, 000 212, 000 
Brazile. sors 2p Raat a Pe Ee Sta eos Cee eae 322, 000 505, 000 552, 857 576, 000 
NST S MBL sia ae seta Ul YN eS AN 3, 045 17, 282 26, 892 68, 785 
AUMOther Se Sehr tot Ce SR ee ee 13, 743 18, 080 26, 286 35, 723 

CIO Gals Set ha a a AN SA De ee 448, 788 722, 772 806, 035 892, 508 

Total of countries reporting for all periods listed________ 23, 347, 095 | 15, 226, 334 | 19,034,291 | 19, 285, 305 


Novte.—Division of Statistical and Historical Research. Official sources and International Institute 
Data for crop year as given at the 
head of the table are for crops harvested between August 1 and July 31 of the following year. 


of Agriculture except as otherwise stated. Bales of 478 pounds net. 


to both Northern and Southern Hemispheres. 
Figures include about 99 per cent of world production. 


LINTERS 


Kven after ginning, 


This applies 


some short fibers remain attached to the seed 


of most kinds of cotton, especially in the case of the American Up- 
land varieties. Oil mills engaged in the cottonseed oil pressing in- 
dustry, began to remove this adhering fiber, when conditioning the 
seed for oil extraction. The resulting | by- product was soon found to 
have a distinct and increasing commercial value and, to distinguish 
it from the lint cotton of commerce, it became known as linters. 

The development of new uses for linters, t together with improved 
methods of reginning or ‘ delinting,” has resulted in an increased 
production from about 100 000 bales in 1900, selling for less than 1 
cent a pound, to nearly 1 000 000 bales in 1924, selling for aproxi- 
mately 514 cents a pound. Delinting i is accomplished by passing the 
cotton seed through a modified gin known as a linter. 


7 International Institute of Agriculture. The Cotton Growing Countries. Rome, 1922. 
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_ Statistics related to production, export, and stocks of linters are 
published monthly by the Bureau of the Census. 


available showing similar data for foreign countries. 


No figures are 


In 1925 standardized grades for American cotton linters were 
established by the Secretary of Agriculture. T AS 
grades represented by 12 samples each and an eighth, or descriptive, 


grade. 


These consist of seven 


WORLD MOVEMENT OF COTTON INTO COMMERCIAL 
CHANNELS, BY MONTHS 
Aus II2Zh= JULY. 1923 
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Fic. 3.—Combined monthly percentages of cotton moving into commercial channels, in- 
cluding (1) ‘‘into sight,’ as reported by the New Orleans Cotton Exchange; (2) receipts 
at Alexandria, as reported by the Alexandria Produce Association Returns; and (3) 
receipts at Bombay, as reported by Jones’s Annual Cotton Handbook, 1924 


TABLE 11.—Compdarison of reports on world cotton crop, 1914-1924 


{ 


Year ended 
July 31 


the Census! 


[Thousands—i. e., 000 omitted] 


World production of 
commercial cotton as 


estimated by— 


United 
States 
Bureau of 


Commer- 
cial and 
Financial 
Chronicle 


500-pound | 500-pound 
bales gross | bales gross 


weight weight 
21, 618 20, 915 
23, 768 19, 579 
17, 649 IVABYAl 
18, 092 18, 023 
18, 140 16, 786 
18, 755 16, 862 


1 Exclusive of linters. 


New York 


World crop 
returns as 
estimated 
by Jones’s 

Annual 
Cotton 
Handbook 2 | 


Running 
bales | 
29, 808 | 
27, 643 
26, 758 
24, 247 
22, 164 
20, 911 


| 
| 


Year ended 


July 31 


World production of 


commercial cotton as 


estimated by— 


United 
States 
Bureau of 
the Census! 


600-pound 
bales gross 
weight 


| New York 


Commer- 
cial and 
Financial 
Chronicle 


§00-pound 
bales gross 
weight 
18, 211 
17, 019 
19, 295 
18, 911 
18, 934 


World crop 
returns as 
estimated 
by Jones’s 
Annual 
Cotton 
Handbook 2 


Running 
bales 
22, 613 
20, 707 
21, 853 
23, 524 
23, 385 


1 Includes total growth of the United States. 


a ne eres ete ee ee meee . 


14 BULLETIN 1444, U. S. DEPARTMENT OF AGRICULTURE 
QUALITY AS A FACTOR IN SUPPLY 


The quality of a crop affects the supply in two ways: It changes 
the total quantity of yarn obtainable and the relative supplies of 
more or less noncompeting cotton. The yarn outturn is affected 
particularly by the grade of the crop. Spinning tests conducted by 
the Department of Agriculture in 1917 showed that the total visible 
and invisible waste which occurred, from the time the cotton en- 
tered the opening machines until it passed through the cards, varied 
from 8.22 per cent for Middling Fair, the best grade, to as high as 
16.89 per cent for Good Ordinary. The staple length and char- 
acter are also factors in determining poundage of yarn outturn, and, 
to some extent, color is a factor.° Grade is determined by weather 
and the care used in harvesting and ginning. Color is largely a 
result of exposure and frost. Character in cotton may be said to 
be the resultant of variety influenced by seasonal conditions. 

Staple length is the important factor in determining the count 
of the yarn (fineness). Based on staple length there are three 
more or less noncompeting groups of cotton. Cotton under % 
inch in length is known as short cotton. It can be used in making 
only the very low counts of yarn. The bulk of the supply of this 
cotton comes from India and China. The medium lengths, 7% 
to 114 inches, comprise the second group. It is sometimes called 
“bread and butter cotton” because of its many uses and com- 
parative cheapness. It may be used as a complete substitute for 
the first group and make better quality yarn, and it is used in 
making yarn that can not be made of shorter cotton. The United 
States grows most of this type of cotton. The third group is known 
as staple cotton, and is made up of cottons 114 inches or more in 
length of staple. These may be substituted for the others, but are 
usually used to make cloth requiring very strong or very fine yarn. 
The main sources of supply for cottons of this group are Egypt, 
United States, Peru, and Brazil. An oversupply of the cotton in 
any one group may tend to depress prices in the other groups, but 
the decline in the oversupplied group will be much greater. 


CARRYOVER 


The gin-bale carry over is the quantity of countable cotton on 
hand at the beginning of the commercial year, which in most coun- 
tries is August 1. Satisfactory carryover figures are exceedingly 
difficult to obtain. 

The census makes an estimate of the carryover of gin-bale cotton 
in the United States in an item of stocks as of August 1. These 
include cotton (1) in consuming establishments, (2) in public stor- 
age and at compresses, and (3) estimated quantity elsewhere. The 
New Orleans Cotton Exchange publishes carryover figures for the 
United States. 

Estimates of the world’s carryover of American cotton are pub- 
lished by several agencies. Only those of the United States Bureau 
of the Census are here described. The census began its estimates 


S DEAN, WILLIAM S., and TAYLOR, FRED. MANUFACTURING TESTS OF THE OFFICIAL 
COTTON STANDARDS FOR GRADE. U.S. Dept. Agr. Bul. 591. 1917. 
®See U. S. Dept. Agr. Bulls. Nos. 121, 946, 990, and 1148. 
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with the figures for July 31, 1921. The items included are stocks 
(1) in American mills, (2) in public storage in the United States, 
(3) elsewhere in the United States, (4) in the British mills, (5) in 
British ports, (6) at sea to Great Britain, (7) in continental mills, 
(8) in continental ports, (9) at sea to continent, (10) in and to Japan, 
Canada, and other countries. The figures are given in bales of 478 
pounds net. They do not inciude linters. 


TABLE 12.—Comparison of reports of world carryover of raw cotton, excluding 
linters, American and all kinds on August 1, 1918-1923 


American All kinds 
| 
New York 
Year ended August 1 : 
pew uleaus Come cial Bureau of Bureau of 
Exchange Binancial the Census | the Census 
Chronicle 
Running Bales of 47 Bales of 478 | Eales of 478 
: bales pounds net | pounds net | pounds net 
TUG Se 2 a Sn ee ee, ee oe | 4, 018, 000 3, 495, 188 1 1) 
REY Se a a Sue ae rs alc amen ge hdl, | 6, 094, 000 6, 168, 802 (1) (1) 
112 ORE wees aan Dette St eee cnc A eae a 5, 216, 000 6, 052, 391 1 (4) 
TUB Lo oe Ig re De ee NP A ge 8, 699, 000 9, 335, 620 9, 351, 000 14, 352, 000 
ODER eta a hen deevaee Seek Se ae bee ee eee 4, 547, 000 5, 462, 553 5, 129, 000 9, 323, 000 
IG 23 Maniipeeaap ates Gear UN ke cei S00 Pei ANON ation ee at Me 2, 396, 000 3, 489, 521 3, 297, 000 6, 573, 006 


1 Not available. 


WORLD CARRYOVER OF GIN-BALE COTTON 


No estimates are made of world carryover of ali gin-bale cotton, 
but the Bureau of the Census issues a figure made up of the same 
items as the census world stocks of American cotton except that other 
cottons are included and stocks at Bombay and Alexandria are 
added. Figures are given in bales of 478 pounds net. The first 
date for which figures are available is July 31, 1921. Figures for 
all the countries other than the United States are given in terms of 
stocks of commercial cotton at the designated places. 


THE COTTON MOVEMENT 


The sum of visible and invisible supplies at the end of the year is 
a carryover figure, but it is based on the commercial crop, and is not 
comparable with the gin-bale carryover for the United States. 

The visible supply of cotton as of August 1 is the carryover of 
the commercial crop less mill stocks. Weekly figures are published 
by the Commercial and Financial Chronicle, the exchanges, and 
others. The items included in the Chronicle figures are the stocks 
in the European port markets, Alexandria, Bombay, United States 
ports and 41 interior towns, and cotton afloat to Europe from what- 
ever source. The cotton exchanges, with minor variations, have the 
same items as the Chronicle. The dates from which figures are 
reckoned do not always correspond. 

The “into sight movement of American cotton” includes port re- 
ceipts, overland to mills, increase or decrease of interior-town stocks, 
and southern mill takings. These figures are issued each week by 
certain journals, and by the cotton exchanges of New York, New 
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Orleans, and Liverpool. They indicate the readiness with which the 
farmers are selling and, to some extent, the keenness of the Ameri- 
can mill and export demands. “Into sight” statistics for the world 
supply of all cotton are not compiled, but Figure 4 shows the “ into 
sight”. movement of American cotton, as compared with ginnings 
and farmers’ marketings. 

The “gone out of sight” movement is the same thing as spinners’ 
takings or shipment to mills. It does not represent the rate of mill 
purchases. The figures are published weekly by the same factors 
that publish other cotton-movement figures. 


MOVEMENT OF AMERICAN COTTON INTO COMMERCIAL 
CHANNELS, August, 1918 - July, 1921 
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Wic. 4.—Cotton moves into commercial channels somewhat more slowly than it is mar- 
keted by farmers, and in a rather even flow. The bulk of the ginning is done during 
three months, and the cotton accumulates rapidly in farmers’ hands in spite of heavy 
sales in the fall. Figures are cumulative; that is, total to date. The-data for this 
graph were compiled from the following sources: Ginnings, from U. S. Dept. of Com- 
merce, Cotton Production and Distribution, Bulletin No. 153; farmers’ marketings, 
from U. 8. Dept. of Agr. Yearbook; “coming into sight,” from reports of the New 
York Commercial and Financial Chronicle. For each series the figures used are three- 
year averages of the percentages for the years beginning August 1, 1918-1920 


Visible supply and “into sight” figures are published for the 
Indian and Egyptian crops in considerable detail, and some figures 
are published on the Peruvian, Brazilian, and Chinese crops. 

The invisible supply of cotton is essentially the sum of mill stocks. 
It is an inventory figure. It is the difference between the sum of 
the “ gone out of sight” and the mill stocks at the beginning of the 
period, less consumption. Figures for mill stocks of the United 
States are published monthly by the United States Bureau of the 
Census. World figures are gathered only by the International 
Federation of Master Cotton Spinners’ and Manufacturers’ Asso- 
ciations and are published semiannually. 

Stocks of certificated cotton in American futures markets represent 
the cotton available for immediate delivery in satisfaction of future 
contracts, They are important from the standpoint of maintain- 
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ing the proper parity between spots and futures. The number of 
bales and the grade of this cotton are published in the daily report 
of the exchanges. 

FORECASTING SUPPLY 


The number of acres harvested multiplied by the lint yield in 
pounds per acre, divided by the average weight of bales, equals the 
gin-bale production. The net-weight bale production multiplied by 
the yarn yield percentage of the average grade equals the yield of 
spinnable cotton. 

Therefore the forecasting of the supply involves forecasting the 
acreage, the yield per acre, and the quality of the crop. The most 
potent factors determining acreage are the relative price of cotton 
in December, January, and February, and the yield per acre of the 
previous year, or the profitableness of the previous crop.*° 

The above factors may estimate the intentions of the planters, but 
the weather or other hindrances may prevent the execution of the 
intent in any given year. The United States Department of Agri- 
culture does not attempt to forecast the acreage planted to cotton. 
It makes an estimate of the acreage planted and in cultivation as of 
June 25. This estimate is corrected in the December general crop 
report by an estimate of the acreage harvested, yield per acre, and 
acres abandoned since June 25. The final acreage figure is arrived 
at by dividing the production by the estimate of the yield per acre. 

Forecasting yield per acre involves many factors. The weather 
is the big factor. It is so important, that through the summer, the 
market is often spoken of as a weather market. For any given 
place there may be said to be a combination of temperature and 
moisture which will give the optimum yield. A deviation in either 
direction will decrease it. Thus either an excessively dry, hot period, 
or a long period of wet, cool weather, tends to decrease the yield. 
The problem of forecasting the yield in the United States from 
weather is different since the introduction of the boll weevil. There 
are still other factors which must be taken into account such as (1) 
quantity of fertilizer used, (2) amount of available labor, (3) num- 
ber and kinds of pests, (4) kind and amount of effort used to combat 
pests, and (5) price. 


FORECASTING THE CROP OF THE UNITED STATES 


The crop of the United States is the dominating one, and the 
methods of forecasting it have been the most highly developed. 
Forecasts are made by private concerns and by the United States 
Department of Agriculture. The first report of the United States 
Department of Agriculture is issued about June 1 and is as of May 
25. It is merely a condition report. The second report is issued as 
of June 25. It contains an estimate of acreage and a condition re- 
port which, when multiplied by the June par, gives the approximate 
outturn of the crop, provided the development of the crop for the 
remainder of the year equals the average of previous years. 

10 SMITH, -BrabrorD B., ‘FORECASTING THE-ACREAGB OF COTTON. Jour. Amer. Statistical . 
Assi., Mar, 4925.0 5° 0 20566 ee, Peat een ke tee a we: ; 
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The par is essentially a yield weight, which, when multiplied by 
the condition figure, gives the yield per acre, and this, multiplied by 
the estimated acreage gives the probable outturn. 

Beginning with August semimonthly reports are now issued until 
December 1, when the final estimate of the crop is made. This last 
report also contains the preliminary estimate of the acreage har- 
vested and the yield per acre.*? 

Other countries, especially India and Egypt, make official esti- 
mates of acreage planted and periodic estimates of the condition of 
the growing crop to serve as a basis of forecasting the yield. 


TYPES OF COTTON MARKETS 


Thousands of cotton markets handle American cotton. They are 
classified in different ways for different purposes. The United States 
cotton futures act recognizes certain of these markets in this country 
as futures markets and others which may on investigation be desig- 
nated by the Secretary of Agriculture as bona fide spot markets; 
that is to say, spot markets in which the volume of business is nor- 
mally large enough to make possible an accurate quotation of values. 
Sometimes markets are classed into spinners’ markets, speculative 
markets, port markets, and interior markets. They may be classed 
as speculative markets and spot markets, and in other connections 
they are classed as domestic and foreign markets. The classifica- 
tions point out peculiar characteristics of the different markets and 
are valuable in the connection in which used. 

For the purpose of this discussion the cotton markets are classi- 
fied from the standpoint of predominant economic services per- 
formed: (1) Spinners’ markets, (2) futures markets, (3) centralizing 
spot markets, and (4) local or primary markets. 


SPINNERS’ MARKETS 


LOCATION 


Spinners’ markets are located in or near mill centers, and exist 
primarily to supply spinners’ needs. Broadly speaking there are two 
groups of spinners in the United States, known as the northern and 
the southern group. Each group has its own markets. The northern 
group is sometimes further separated into the New England and 
Middle Atlantic divisions. In these subdivisions there are a number 
of city markets. Among them, Boston is a large market, and Fall 
River is the most important city in the United States from the stand- 
point of cotton manufactures. It is best known as a print-cloth 
market, and it handles a great deal of medium and low grade cot- 
ton. New Bedford is predominantly a staple market because most of 
its mills spin high-count yarns. | 

The Middle Atlantic States have no spinners’ markets so well known 
as those of New England, but New York and Philadelphia are well- 
known markets. 


4 For a2 detailed account of the bureau’s methods, see BECKER, JoSuPH A. COTTON 
CROP REPORTS OF THE UNITED STATES DEPARTMENT OF AGRICULTURE. International Cotton 
pate ine NG: 8, June, 1924. See also, International Cotton Bulletin No. 5, Sept., 1925, 
pp. lo-li, 
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The spinning mills in the South are not so highly centralized geo- 
eraphically as those in the North. Bristol County, Mass., for in- 
stance, contained 7,702,569 spindles in 1922, which was 40.8 per cent 
of the total for New England. Of the others in New England, 
Providence County, R. I., had 1,824,172, and Middlesex County, 
Mass., had 1,178,908. In the Southern States no one county had 
as many as a million spindles in 1922, and only four counties— 
Anderson, Greenville, and Spartanburg in South Carolina, and Gas- 
ton in North Carolina—had more than 500,000. The centers in this 
section which are known particularly as spinners’ market are Char- 
lotte, Spartanburg, Gastonia, Greenville, Augusta. and Atlanta. 


FOREIGN SPINNERS’ MARKETS 


The foreign spinners not only have a market in the local mill town, 
but their broker often buys in the import market. The important 
European spinners’ markets are Liverpool and Manchester in Eng- 
land; Lille, Rouen, and Muihausen, France; Chimnitz, Reine, and 
Munich, Germany; Rotterdam, Holland; Milan, Italy; Barcelona, 
Spain; Ghent, Belgium; Zurich, Switzerland; Vienna, Austria; and 
Lodz, Poland. 


PERSONNEL OF THE SPINNERS’ MARKET 


The spinners’ market is made up of the mill buyer or his repre- 
sentative on one side and the dealers, merchants, and brokers on 
the other. In New England the mill treasurer buys the cotton either 
directly or through a hired representative. He buys almost invari- 
ably from a dealer, though he may buy from a cotton. merchant 
who has representation in the market. Many southern spot firms, 
cooperative associations, and others have representation in these 
markets, but many of them sell to the dealers and merchants and do 
not attempt to do business direct with mills. 

In the South the dealer is of comparatively minor importance. 
The mills buy their supphes largely from spot merchants though 
they may buy from brokers, farmers’ cooperative marketing associa- 
tions, or other sources that offer good results. Many of the smaller 
mills buy direct from the growers and local cotton buyers. 

The spinners’ markets in Europe buy almost entirely through buy- 
ing brokers, and the importing merchant sells to them largely 
through selling brokers or agents. 

The personnel of a market depends largely upon the services to 
be performed. In New England the mill treasurer finds it desirable 
to deal through a broker rather than buy direct from the southern 
shipper. ‘To serve his mill customers most effectively and at the 
same time protect himself, the broker has become a dealer. The 
cotton is billed direct from the southern warehouse to the mill as 
before, but payment for the cotton and adjustments of claims are 
no longer matters between the shipper and the mill treasurer; they 
are matters between the mill and the dealer, and the dealer in turn 
transacts all business with the shipper. The dealer buys according 
to New England mill rules from the southern shipper, so he is in 
position to pass the claims made against him by the mill back to the 
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shipper. In the South, where there is opportunity for closer re- 
lationship between the shipper and the mill buyer, the services of 
the dealers are not so urgently needed. 


METHODS OF SELLING IN SPINNERS’ MARKETS 


Cotton is offered for sale in spinners’ markets in America in even- 
running lots of 50 or 100 bales, or even more. ‘These lots are usually 
made up according to some type. Cotton may be sold in these 
markets according to Government standards, but it is rarely wholly 
so sold. In case of the longer staples it is often sold on actual 
sample. Most of the cotton sold to New England mills is sold by 
type. The type may be made up by the mill to be matched by the 
seller; but more often the seller is made acquainted with the mill’s 
needs and, in the hight of such knowledge, he makes up and submits 
types. These types are matched year after year as nearly as crop 
conditions permit. Sometimes they are described partly according 
to Government standards and partly by type. 

A mill may wish Strict Middling in color, Middling in leaf, 114- 
inch staple, and good hard-bodied cotton equal to type B A N G. 
Here the only element not standardized is the character, and it alone 
may be referred to the type for settlement. 

Each mill has its own method of rating shipments. The usual 
points considered are (1) Staple length, (2) working quality, uni- 
formity of fibers, or character; (3) quantity of foreign material; and 
(4) color. Each of these items is rated differently, depending on 
the particular use to which the cotton is to be put. Each lot is rated 
on the basis of 100 per cent. If some of the bales fall below in any 
point, a certain percentage is taken off. If some of them go over, 
a percentage is ordinarily added, but not in the same ratio as the 
subtractions. If the quality is very much better than that bought, 
it may become a lability and be discounted. Mills that want a 
particular quality of cotton may give extra credit .for a large per- 
centage of bales strictly on the type and may discount heavily where 
there is considerable variation either above or below. Some mills 
require a much higher standard of performance than others. 

In New England each mill buyer has a list of dealers and mer- 
chants’ representatives from whom he ordinarily buys. In the busy 
season these sellers call at the treasurer’s office twice each day. 

Mills prefer to buy cotton to cover orders for goods, but if cotton 
is cheap, they may buy as a speculation. If a desirable lot of cotton 
is offered at an attractive price, the mill may buy it and sell a hedge 
against it. The mill may buy for immediate delivery, but usually 
it buys for shipment in a designated forward month or months. 

The New England dealer, who was formerly a broker and is still 
sometimes incorrectly so designated, represents one or more southern 
shippers who may have similar dealer representatives in other mar- 
kets. Each dealer thus has several lots of cotton for sale, and each 
one of the lots may be for sale in other markets as well... The 
shipper makes two kinds of offers to the dealer, and the dealer in 
turn to the spinner. He offers cotton either “firm” or “subject to 
confirmation.” <A firm offer is good until the close of the day and 
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is most desired by the dealer and spinner. An offer subject to con- 
firmation must have the shipper’s approval before the deal can be 
closed. The spinner buyer may also make firm offers and offers 
subject to confirmation. 


LOCATION OF COTTON TRADED IN 


Stocks of cotton in strictly spinners’ markets are small. They 
consist either of even-running lots desired by mills of that center 
or of mill rejections. The merchants who have large enough stocks 
to permit scattering them rather widely carry most of such stocks. 
If the spinners’ market is also a concentration market, as may hap- 
pen in the South, or an import market like Liverpool, Bremen, or 
Havre, the stocks may be large; but this concentration is for another 
purpose than convenience in selling to spinners. What the spinner 
wants is a wide range in the selection of the cotton suited to his 
needs. He thus chooses representative dealers in the markets where 
cotton that fulfills his requirements may be found. 

Whatever developments there may be in the use of standards will 
doubtless facilitate buying on description, and this in turn should 
give individual spinners access to more cotton through an increase of 
competition among sellers and a probable slight reduction in sellers’ 
costs. 

The use of staple standards has increased rapidly in recent times, 
but there are certain reasons why private types are still preferred 
by some. The most important is the fact that the element of char- 
acter has not been standardized. It is possible to buy on Govern- 
ment standards for grade and staple, and then attempt to give a 
verbal description of character, but these descriptions are not wholly 
free from the possibility of misunderstandings. To avoid such mis- 
understandings the trade has bought and sold in terms of types. 
Evidently further development of standards is needed which will 
take character into account. This would widen the spinner’s range 
of selection. There has been some lack of understanding on the 
part of mills as to how to adapt the present grade standards to their 
uses. Should a mill desire a narrower range in grade than the 
Government box of type samples shows, it may buy according to the 
box with the objectional bales eliminated by number, or it may 
specify any sample or number of samples as a type. The samples 
are numbered, beginning in the upper left-hand corner and proceed- 
ing to the right. 


WHEN MILLS BUY 


No statistics are available which gauge the volume of spinners’ pur- 
chases. ‘Two sets of figures are ordinarily used in America for this 
purpose. Those known as “mill takings” are a fair index of the 
volume of cotton moving to mill centers, but are not necessarily an 
index of mill purchases. The mill may buy the cotton several weeks 
before it was shipped, or the mill may receive the cotton and make 
it up before the price is fixed. It is not uncommon for spinners to 
buy their cotton on “basis” as early as 12 months in advance. 

Table 13 shows the monthly percentage of mill takings. 
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TABLE 13.—WMill takings of American cotton: Percentages by months, 1912-18 
to 1922-23 


| | | | 


Month 1912-1311913-14 1914-15 


1915-16 1916-17 1917-18 1918-19] 1919-20 1920-21)1921-22 1922-23 
pa al ahr —|—_|__|__}__ ITS eee BOE 

TORN cA (Gig Medea (Gas |) TES al Teil Jen Gall 2A.@75: || /22 Ge, il J2A Gs |b JEW I) JE.Gs 
SPAUICUStt oan Seas ee 8.3 7.9 4,4 Gissal 6.1 6.7 Cedi 6.3 8. 4 iil 7.6 
September-_-_- sitet. AE dete, 6.1 KZ 6. 4 6.7 8.7 6.5 (633 6.8 6.1 
October_-_-_ 549. 94 ite 8.9 ete ks 3 Oule 10), Y 8.0 8.8 9.1 8.8 
November.- {12 5 fe TO} 2 9959: | i229. 9eh ll Oo $1903) | steal e 1ON yl i8) | Cantera eine 
December 22. 22D ee ON a ONG nat ON? 9. 2 88 8.9) 111 8.5 9.7 10. 4 
Janu ayo ela ee itGal 9.1 9.7 9.9 8.8 tell 9.1 9.8 des 8.7 9.1 
HMepruarye- 2 oe. es 7.9 7.6 7.0 9.0 6.9 ate 6. 2 8.3 7.6 Wed) Tat 
IMIGiid Nee ee eS ees 7.9 (pe iy 1g 9.6 8.5 Us 2 6.8 8.3 7.8 3.8 6.9 
FACT ee sey eae fe De 6.7 9.8 9. 2 8.4 8.5 9.7 6.3 (a3 9.1 8.0 7.8 
Waive ee ee oo ee | 5.9 6.5 8.1 8.9 ends 9.9 7.8 7.6 9.4 7.8 5.1 
nes OA ene eee: 6. 5 7.9 7.4 8.7 7.6 eal HAG 8.6 8.1 9.8 
6.1 Lhe 6.7 7.8 6.8 9.5 TONS 8.5 8.2 10.9 10. 0 


| 
| 
| 


a 
E 
&<j 
i 
t 
t 
1 
1 
' 
t 
1 
1 
i 
1 
' 
I} 
i 
i 
1 
i} 
1 
t 


Compiled from southern consumption plus northern mill takings, as reported in the New York Com- 
mercial and Financial Chronicle. 


The report of cloth sales is the other index of activity in the 
spinners’ markets. The sales at Fall River, particularly significant, 
are reported by weeks. Such figures have greater value when it is 
known whether sales are made out of hedged stocks on hand, or are 
sales of cloth still to be manufactured. 

Table 14 shows the sales of print cloths at Fall River, for the nine 
years beginning with the year 1914-15. Other figures which indicate 
the degree of mill activity, such as the number of active spindles 
and the number of bales consumed, are published monthly by the 
Department of Commerce. 


TABLE 14.—WSales of print cloths at Fall River, August, 1914-July, 1923 


[Thousands—1. e., 000 omitted] 


pea | 
Month 1914— | 1914~15 | 1915-16 | 1916-17 | 1917-18 | 1918-19 | 1919-20 | 1920-21 | 1921-22 | 1922-23 
1922 
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Pieces | Pieces | Pieces | Pieces | Pieces | Pieces | Pieces | Pieces | Pieces | Pieces 


IMISUSE S22 ee 583 285 775 1, 470 600 570 310 150 620 470 
September_________- 712 500 890 1, 050 790 240 680 340 720 1, 200 
October 2222345 581 730 490 825 840 275 740 60 390 875 
November 476 440 600 590 1, 010 90 520 50 340 640 
Mecembers =~ 9 - = 594 696 921 385 730 200 690 155 870 695 
TAT yee eee 600 842 690 320 590 200 620 850 395 890 
Hebruanyes es 491 506 800 655° 430 180 270 380 580 615 
March tes! eens 827 | 770 1, 190 1, 708 875 630 490 440 540 800 
PAST toee Sage ee eats 555 300 670 820 430 1, 180 420 335 650 190 
TN IR YR ee ees We eae 592 | 850 420 740 565 1, 080 145 570 800 160 
SUTIN ot eee te) oe Lae 551 | 49] 520 800 630 660 240 390 890 335 
Ditliyr wena ee 325 | 27 450 250 350 360 140 420 540 135 


Compiled from SHEPPERSON, A. B. COTTON FACTS, Edition of 1923, New York, p. 190. 
pLue feure re shown for each month is the sum of the sales reported for the weeks ending on Fridays 
of that mon 


PRICE MAKING IN SPINNERS’ MARKETS 


Price making in a spinners’ market is largely concerned with 
bargaining on the “basis” or parity between spots and futures. 
Prices are made in American markets in terms of New York or New 
Orleans futures. The bargaining points are the “on” or “off” for 
grades above or below Middling, the “on” or “off” for different 
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staple lengths, and finally, the “on” for delivery of even-running 
cotton at the mill warehouse. After agreement has been reached on 
these three points, the mill is usually given the privilege of calling 
the day when the price is to be fixed; that is, the future price to 
which the “ons” and “offs” shall be added or subtracted to 
make the price. The spinner prefers the call because it gives him 
advantages in bargaining for the sale of his product and relieves him 
of the duties of hedging. The merchant does not care particularly, 
because his interest usually coincides with that of the spinner. The 
spinner wishes to call the price when futures are low, and this suits 
the merchant, for he can buy his hedges back cheaply. 


RULES GOVERNING TRANSACTIONS IN SPINNERS’ MARKETS 


The rules governing the purchase and sale of cotton in spinners’ 
markets are made and administered by the trade organizations at 
interest: (1) The spinners, (2) the cotton dealers, and (3) the south- 
ern shippers. Throughout New England there is one body of rules 
known as “New England terms for buying and selling American 
cotton.” These rules are accepted by the Arkwright Club, represent- 
ing the mills, and by the New England Cotton Buyers’ Association, 
the Fall River Cotton Buyers’ Association, and the Providence Cot- 
ton Buyers’ Association. 

The rules define what constitutes satisfactory shipments and the 
percentage of variation above and below the grade.or type specified 
that may be delivered. Thus they provide that “sales calling for 
even-running grades or made on type, may contain 5 per cent a 
grade below the grade specified if offset by an equal number of bales 
a grade above that specified—any excess of low grades may be re- 
jected by the purchaser, or claimed for at an allowance. If rejected, 
the seller is to have the right to replace and theepurchaser may re- 
quire replacement. The cost and actual expenses of handling rejec- 
tions shall be paid by the seller.” ; 

The rules lay down detailed plans of procedure in such matters as 
arbitration, classification of cotton, making and settling claims, 
rejections, replacements, fixing handling charges, and adjustment of 
transportation rates and insurances.” 


FUTURES MARKETS * 


A futures market is a place where cotton is bought and sold for 
future delivery on a rigidly standardized contract. Futures mar- 
kets are formed by an association, and transactions are made only 
through members, whereas spot markets are generally free markets. 
Futures markets differ from spot markets primarily because con- 
tracts for the future delivery of cotton, or “ futures,” are bought and 
sold in them as well as contracts for the delivery of spot cotton, 
or “spots.” Both kinds of contract are defined here to prevent con- 
fusion because of the close relationship between the two. The fol- 
lowing discussion apples particularly to the transactions on the New 
York and the New Orleans exchanges. 

12 For details see New England Terms for Buying and Selling American Cotton, 1924. 


427 For a discussion of the ori in of the Futures Market, see Cox, ALONzO B., EVOLU- 
TION OF COTTON MARKETING. Mimeographed report. 
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The “future” is a contract entered into between two exchange 
members as the buyer and the seller, which specifies that 50,000 
pounds of cotton in about 100 square bales, growth of the United 
States, shall be delivered from an approved storage place in a speci- 
fied future month at a fixed price for Middling, the basis grade, 
though the seller has the right in the settlement of the contract to 
deliver any grade permissible under the cotton futures act at the 
differences fixed in accordance with the provisions of the act. <Ac- 
cording to the rules of the exchange, it is a contract entered into 
across the trading ring in one of the futures exchanges, and must 
be made by loud outcry. The seller has the right to choose the day 
within the month on which he will make the delivery, but notice of 
his intent to deliver must be given five days in advance. When the 
cotton has been invoiced, he must give notice of the place within the 
city where delivery will be made, and of the grade or grades of 
cotton to be delivered, within the range prescribed by the cotton 
futures act. The United States cotton futures act, the regulations 
of the Secretary of Agriculture thereunder, and the rules of the 
exchange are incorporated by reference in the contract.1* 

Thus the specific quality of cotton to be delivered at the maturity 
of the contract is not specified, except in general terms, by the rules 
of the exchange or by the cotton futures act. The latter provides 
that the cotton must be in good merchantable condition; must have 
a length of staple of at least seven-eighths inch; must be of or within 
the 10 grades declared deliverable; and must be free from undue spe- 
cial defects such as excessive gin cutting, mixed pack, and perished 
staple.° The premiums or points “on” for grades more valuable 
than Middling and the discounts or points “ off” for grades less 
valuable are determined at time of settlement according to methods 
prescribed by the United States cotton futures act and the regulations 
of the Secretary of Agriculture under the act. If the differences 
established are truly commercial, no grade gives the seller any advan- 
tage over another for purposes of delivery, nor the buyer any in 
receiving delivery. The unit of all transactions on the New York 
and New Orleans cotton exchanges is 50,000 pounds in approximately 
100 bales, known as one contract. 

A “spot ” contract, on the other hand, is one which calls for a lot 
of cotton of specific description. It may be for delivery immediately 
or at some forward date, and the price may be stated as so many cents 


per pound ; but the price is usually fixed in terms of so many points 


on” or “off-” the value of contracts for future delivery in a 


named month in a specified future market. It may be for any number 
of bales and between any two persons or firms. 

A transaction in spot cotton may take any one of a large variety 
of forms. Forward delivery sales are spot transactions, as are sales 
“to arrive,” sales f. o. b., or “ afloat,” as well as sales where the cus- 
tody of the cotton in the form of warehouse receipts or other evi- 
dences of actual transfer are passed immediately by the seller to the 

“In United States Department of Agriculture, Service and Regulatory Announcements 


No. 91, see both the regulations promulgated by the Secretary of Agriculture and the 
cotton futures act itself in Appendix I. 


16 See U. S. Dept. of Agri. Service and Regulatory Announcements No. 91, which con- . 


: D , 
tains the regulations of the Secretary of Agriculture under the United States cotton 
futures act; see also Service and Regulatory Announcements No, 82 
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buyer. Spot contracts are not traded in across the ring where 
futures are bought and sold. All such transactions are private, and 
there is no ring or designated place for trading in spot cotton. 


NUMBER AND LOCATION 


There are eight places in the world where contracts for the future 
delivery of cotton are dealt in. New York, Liverpool, and New 
Orleans are of major importance. New York and New Orleans con- 
tracts are based on American Upland cotton. In addition to trading 
in American cotton, the Liverpool Cotton Association has a separate 
ring and contract for trading in Egyptian cotton. The other futures 
markets are at Alexandria, Egypt; Bombay, India; Bremen, Ger- 
many; Chicago, Ill.; and Havre, France. The contract of the Havre 
exchange is based on American cotton, and the business transacted is 
similar to that of New York and New Orleans, but in smaller volume. 
The exchange in Alexandria has a contract similar to the Liverpool 
Egyptian contract, which provides for settlement on differences in 
value of staple length as well as on values of differences in grade. 
The Bombay market deals in Indian cotton and has a separate con- 
tract covering each important growth in the country. 

There is an important spot cotton market in each of these cities 
with the exception of New York and Chicago. The merchants 
in New York handle a great deal of spot cotton, but it is chiefly 
cotton bought in the South and routed by way of New York to some 
New England mill center or to a foreign market. 


ORGANIZATION OF FUTURES EXCHANGES * 


The general principles of organization and operation of the dif- 
ferent exchanges are essentially the same. The New Orleans Cotton 
Exchange is selected for description here. It is a corporation 
domiciled in the city of New Orleans and chartered under the laws 
of Louisiana. The purposes of the organization and the general 
principles limiting its field and its methods of operation and gov- 
ernment are set forth in a constitution and by-laws. These must 
be consistent with the laws of Louisiana and of the United States 
cotton futures act, and must be adopted by the members. It has 
a capital stock of $100,000 divided into 500 shares listed at $200 
each, though the market value of memberships is many times this 
amount. A member must hold at least one share, though ownership 
of a share does not confer privileges of membership.** 

The actual conduct of business is under the general direction and 
supervision of a board of directors. All powers of the association are 
vested in and are exercised by a president, a vice president, a treas- 
urer, and 12 members, who constitute a board of directors elected an- 
nually by all the members. The board adopts the rules and regula- 
tions which are designed to carry out the purposes of the association, 
in keeping with the constitution and by-laws, and performs such 
other acts as are authorized by the charter. 


16 For a more detailed description of the different futures exchanges, see HUBBARD, 
W. H. COTTON AND COTTON MARKETING. New York, 1923. 

177In New York there are 450 memberships, each worth (1924) about $30,000. The 
initiation fee is $1,000. The board of managers determines the amounts of the annual 
dues, fees, and fines. 
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The board of directors governs the organization largely through 
committees. The important committees are those on membership, 
rules, information and statistics, finance, arbitration, appeals, spot 
quotations, contracts for future delivery, classification and supervi- 
sion, and deliveries. 

Any person of age, good character, and commercial standing may 
become a member of the exchange, provided he is recommended by 
the committee on membership and is approved by a majority of the 
board of directors under certain prescribed rules. In addition to the 
initiation fee of $500 and annual dues of $150, members may be 
called upon to pay other small fees and taxes. At present each mem- 
ber must pay 6 cents on each futures contract sold, as assessments to- 
ward the building fund of the exchange. Each must also pay 0.75 
cent on each bale of spot cotton sold or bought, as a levee inspection 
fee.18 

The exchange states the purposes of the association as follows: 

The purposes of this association shall be to provide and maintain suitable 
rooms for a cotton and commercial exchange, in the city of New Orleans; to 
adjust controversies between members; to establish just and equitable prin- 
ciples, uniform usages, rules and regulations, and standards for classifications, 
all of which shall be for the government of transactions in cotton or other ar- 


ticles or matters of trade between members; to acquire, preserve, and dissemi- 
nate information connected therewith; to decrease the risks incident thereto, 


and generally to promote the interests of the trade and the amount of the cot- 


ton and other business in the city of New Orleans. 


The futures market performs several functions. It is essentially 
a price-making organization. The thing traded in is a contract for 
future delivery of cotton. It is based on Middling but may be settled 
by the delivery of other grades at the prevailing differences. Thus 
it does not represent the value of any particular grade of cotton, 
though the more perfectly it functions, the more nearly the basis 
price approaches the price of Middling spot cotton. The price made 
is a general level representing the relative price position of all cot- 
ton, rather than the price of any particular grade. The market is 
conducted essentially as reciprocal auction, though the buyer is not 
compelled to receive at a higher price than his bid or the seller to 
take a lower price than that offered. Every influence which is calcu- 
lated to affect the supply of or demand for cotton, either at present 
or within 12 months, may register its influence immediately on the 
price in the futures market. It may be weather conditions in the 
Cotton Belt, business conditions, or a calamity like the earthquake 
in Japan. The price at any time is a balance of the judgments of 
those buying and selling in the market. When it is realized that 
each has a different temperament, different contacts and sources of 
information, and different amounts of money, it is no wonder that 
the price fluctuates almost continuously, and sometimes radically. 

Because there are so many different classes of cotton with highly 
specialized uses, the futures market is ordinarily an unsatisfactory 
place in which to buy and sell spot cotton. Those who deal in spots 
have found a way to use the price-making facilities of the futures 
market and at the same time carry on their spot business in another 
market better adapted to spot transactions. They use the futures 


** Charter, Constitution, By-laws, and Rules, New Orleans Cotton Exchange, 1924, p, 13. 
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for two purposes primarily—as a guide in arriving at spot-cotton 
prices, or as a price-making instrument; and as a hedge, or a price- 
imsurance instrument. 

The futures market is used for insurance purposes primarily by 
merchants and manufacturers, and to some extent by growers. T he 
insurance is not obtained in the form of a policy, but in a double 
transaction known as a “hedge.” <A hedge is a sale or purchase of 
a contract for future delivery against a “previous purchase or sale 
of an equal quantity of the same “commodity or an equivalent quan- 
tity of another commodity that has a parallel price movement, and 
where it is expected that the transaction in the contract market will 
be canceled by an offset transaction at the time the contemplated 
spot transaction is completed and before the future contract matures. 
Thus the dealer who buys 100 bales of cotton from a merchant and 
immediately sells them to a spinner is not hedging in the ordinary 
sense. Neither is the merchant in Norfolk hedging when he buys 
100 bales of cotton and sells a future contract against it with the 
purpose of making immediate delivery. These are merely purchases 
and resales. The merchant who buys cotton hedges when he sells 
contracts for future delivery against his purchases which he expects 
to buy back when he sells the cotton. The spinners or others who 
make similar offset transactions are hedging. A perfect hedge is one 
where the loss or gain on the first transactions is equal to the gain 
or loss on the opposite or hedge transaction. 

Suppose the spinner who has no orders but wishes to keep his mill 
running has an attractive offer of a desirable lot of cotton. He 
buys the spot cotton to spin at, say 20 cents per pound, and at the 
same time sells futures to the quantity of cotton bought at 20 cents. 
Six weeks afterward when he has the cloth finished he has an oppor- 
tunity to sell it on the basis of the prevailing price of cotton, say 
15 cents, and make his customary mill margin. When he makes 
the sale of the cloth he must at the same time buy back his futures. 
The spinner has evidently lost 5 cents a pound on his spot cotton, 
but he can buy back his futures at 5 cents a pound less; so he makes 
as much on his futures, or hedge transaction, as he loses on his spots, 
and his mill margin is undisturbed. 

In normal times the bulk of the dry-goods business is done on 
cotton bought for foward shipment. Spring goods are often sold in 
August for January and February shipment. The cotton to cover 
such a-sale is also bought for forward shipment and timed to meet. the 
manutfacturer’s requirements. If an order of goods requires 500 
bales, the spinner may ask that shipments be made in 100-bale lots 

every 15 days beginning September 1, to continue until the entire 

order is filled. Tf he covers such an order by hedging, he bases his 
offer on the price of futures for the hedge month and buys the re- 
quired number of contracts to cover his sales. His cotton account 
vould show somewhat as follows: 

August 1, 1923, sold goods for January—February shipment requiring 500 
bales Middling %-inch cotton. 

August 1, bought five New York December contracts at 23.30 cents as a hedge. 

ee 1, bought 500 bales of M. %-inch cotton f. o. b. mill at 26.30 
cents. 

September 1, sold five December contracts at 25.60 cents. 
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Price of even- 
running spots 


Futures f. o. b. mill 

(cents) (cents) 
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Net gain on the double transaction, 15 points, or 75 cents a bale, from which 
must be deducted commissions for buying and selling futures. 

The spinner may cover the above contract in other ways: (1) He 
may buy the spot cotton August 1 for immediate delivery. Ordi- 
narily he does not; because, (a) it ties up his capital for too long a 
period, or (0) it takes him too long to make the selection, or (¢) he 
does not know where that quantity of cotton of the desired quality 
can be had immediately, or (d) he does not have warehouse space to 
accommodate the cotton, or (e) he fears that the order for goods 
might be canceled, thus leaving the spot cotton to finance or sell, 
which requires more attention and moves less readily than contracts 
for future delivery. (2) He may buy the specific grade on descrip- 
tion from a merchant at 24.15 for forward delivery, to be shipped as 
may be agreed upon by the contracting parties. In this type of 
transaction the responsibility of hedging and the risks of changes in 
basis fall upon the merchant. Much business is being done in this 
way. (3) The spinner may buy from a merchant by fixing the 
difference between the price of contracts and the price of spots, f. o. b. 
a named point, and do his own hedging. Thus in the above case 
the price would be 85 points on December. In this instance it is desir- 
able to fix the price immediately. If the spinner does his own hedg- 
ing, he buys five December contracts. If the cotton merchant is to 
do the hedging, on the spinner’s call the latter calls immediately, 
and the merchant buys the December contracts. This type of busi- 
ness is ttle used to cover sales of goods already made. It is used a 
great deal where spinners have not sold goods forward, but wish 
to accumulate a desirable lot of cotton in anticipation of orders. 
This is only one way that the spinner may use the hedge. 

The merchant obtains his protection against general price changes 
in much the same way as the spinner. It enables him to buy cotton 
without having made a previous sale, and to sell for forward delivery 
spot cotton which he does not have but which, in the normal course 
of events, he will have. On August 15 October futures may be 
quoted at 22 cents. The merchant through his local agent has an 
opportunity to buy 100 bales of cotton from farmers. He calcu- 
lates the freight and other costs of delivering cotton and finds they 
equal 175 points. He figures he must have 25 points as a margin 
for doing business. The local buyer is given a limit of a flat price 
of 20 cents, or else of 200 points “off” the future. The merchant 
now sells one future contract, or 100 bales, as a hedge against the 
100 bales bought in the local market. If the price of cotton goes 
down he loses on his spots, but gains an equal amount on his futures, 
which leaves his “merchant’s profit” undisturbed. In practice, 
transactions are not so simple, nor is protection so perfect as given 
in the above illustration. 
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The merchant who sells to the mill for forward delivery at a 
fixed price must in turn buy futures as a hedge if he does not have 
spot cotton to cover the order. If he does have the spots, they are 
usually hedged by a sale of contracts, and the contracts are bought 
back at time of forward sale. If he should cover his sale for for- 
ward delivery by immediately buying the spots, a thing not often 
done, he would be “ covering ” but not hedging in the strict sense of 
the term. The merchant who has a good outlet for cotton, and who 
has a large force to assemble cotton, may supply manufacturers their 
needs by selling for forward delivery and in turn protect himself 
by a purchase of futures, which he sells as he buys the spot cotton 
to cover the order. 

Thus, if in the above illustration the spinner had bought 500 bales 
of Middling %-inch cotton on description from the merchant at 
94.15 cents for forward delivery, the transaction would have been 
handled about as follows: The price would have been quoted as 85 
points on December, which was then selling at 23.30, the price to be 
fixed by the spinner immediately. The merchant figures 50 points as 
cost of delivering the cotton to the mill and 35 poimts as his margin 
for doing business. The merchant does not have the cotton, so he 
buys five December contracts and holds them until he buys the spot 
cotton. Suppose he buys 100 bales August 25 at 24.30 cents, f. o. b. 
shipping point, and it costs him 50 additional points to deliver to 
the mill, and he sells one December contract at 24.40. 

His account for the 100 bales would close out with the following 
results: : 


Futures Spots 

(cents) (cents) 
PTice-O8 CveCn-EMilinr Cotton 14 0.) p-,mill 922 a 24. 30 
SOS RGB VET 5 Ee (ae ae a ee ee ee DSO = 6 gs ee 
Price of even-running cotton f. o. b. shipping point________ -__-_ 24. 15 
Erice-ot December eontracts Ange. 25_ 2552 is fe DAS AQ asin SZ, eh ae 
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1 TIS PSS TTBS) OCD FS ak NE es eh a oer ee ee oe 15 
Points 
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The cotton grower may use the future market by selling contracts 
against his anticipated crop and thus fix his price. On June 24, 
1924, December contracts were selling, say 25 cents, If the farmer 
expected to grow 100 bales and wished to hedge or fix his price, he 
could have sold one contract in New York or New Orleans. When 
the cotton was picked he could either hold it until December and 
deliver it on contract through his broker or sell the spot cotton in 
the regular way and immediately buy back his December contract. 
Not a large amount of this type of business is done at present. The 
farmer ordinarily needs in making the crop the money that would 
be required for margins and the risks of crop failure are too great 
for individuals to go it alone. 

The exchanges provide a continuous and liquid market. This 
characteristic is largely the result of giving professional risk takers, 
speculators, and the public the most convenient means for trading in 
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the risks incident to price movements. Transactions are in terms of 
margins, which makes possible the handling of many more bales in 
the form. of future-delivery contracts than would be possible with 
the same amount of money in spot cotton. The volume of trans- 
actions in future contracts on the New York exchange for the year 
1921-22 was approximately 80,000,000 bales, and on the New Orleans 
‘exchange about 40,000,000. 

The liquidity of the future contract rests essentially on the fact 
that personal risk has been largely eliminated. Each member deals 
with all the others indiscriminately. The obligations of the contract 
are made transferable through offsets and substitutes in the clearing 
house. Personal risks are provided against in several ways. There 
are comparatively few members, and they are selected with consider- 
able care on the basis of integrity and financial responsibility. The 
exchange has strict rules governing a highly standardized trans- 
action. Each is required to margin his net position as a protection 
against losses due to adverse price changes. If a loss should occur 
through failure, the assets of the failed member in the hands of 
the exchange, such as value of membership and the guaranty fund 
deposited by the member, are used to pay the loss. If these are in- 
sufficient the guarantee and reserved funds are used and, finally, as- 
sessments may be made. The broker assumes entire responsibility to 
other members for the accounts of his clients on the outside. The 
exchange, as such, assumes no liability for connections with non- 
members. ; 

Thus, while most of these contracts are settled without delivery 
and receipt of spot cotton, one can always demand and receive spot 
cotton on the contracts he buys. In fact, he must receive it if he hold 
his contract, and he can deliver as many bales as he sells and must 
deliver or buy back or otherwise satisfy all the contracts sold. 

The exchanges perform a number of other functions, such as the 
collection and publication of statistics of prices, supply, movement, 
and demand of cotton, and they provide and enforce rules for the 
conduct of the business and for the settlement of disputes. 


RULES GOVERNING OPERATION OF EXCHANGE 


The general privileges and limitations in the operations of the 
exchange are prescribed by its charter of privileges, its constitution, 
its by-laws, and rules laid down by the Government. Detailed op- 
erations of buying and selling cotton are governed by rules worked 
out by the exchange, not in conflict with the above privileges and 
limitations. This body of rules has a section dealing with trans- 
actions in contracts for future delivery of cotton and another with 
those involved in making spot deals. The rules governing spot 
transactions need not be discussed here. 


CONTRACT FOR FUTURE DELIVERY OF COTTON . 


Transactions in contracts for the future delivery of cotton are 
governed by defined rules. The contract, the foundation of the 
future business, is virtually prescribed by the United States cotton 
futures act. Various regulations governing the operation of the 
futures market itself are also prescribed by the Secretary of Agricul- 
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ture under his authority as the administrator of the act.’° In prac- 
tice the American exchanges use only one contract. It is known as 
section 5 contract, taking its name from section 5 of the United States 
cotton futures act. 

The contract is what is known as a “ basis” contract. This means 
that one grade is specified in the contract of sale but that other grades 
may be tendered in settlement of it, provided the rules of the ex- 
change and the regulations of the Secretary of Agriculture are 
complied with. No grade may be specified as the basis grade for 
delivery that is not deliverable under the cotton futures act, and if 
no one of those deliverable is specified, the law provides that Mid- 
dling shall be deemed the basis grade. In actual practice all con- 
tracts are basis Middling contracts. 

The object of the basis contract is to give the seller every oppor- 
tunity to fulfill his obligations. The difficulties of performance are 
thought to he particularly on his side. The seller is supposed to get 
no money value advantage out of it, and does not if the differences 
established for grade are truly commercial differences. In fact the 
seller is now forced to carry the risks incident to changes in the 
value between grades from the time he buys until the cotton is 
delivered. 

The future, or basis Middling, contract is essentially a merchant’s 
contract in so far as delivery and receipt of spot cotton is concerned. 
The mill wishes a specific description of cotton, and it has no assur- 
ance of getting it if it buys cotton on a contract and takes delivery of 
the cotton. The merchant, on the other hand, can take delivery, sort 
the cotton, and subsequently deliver to the different mills the grades 
desired. This detracts neither from the value of the contract nor 
of the exchanges. It merely shows that they are doing a specialized 
type of business, which may be all the more valuable because of its 
specialization, if it is used to perform only the functions for which 
it is designed. 

In addition to the basis Middling contract, the law provides in 
section 10 of the act for a specific grade contract. This contract 
is never used, partly because the seller can not afford to take the risk, 
and partly because it is more satisfactory to buy specific grades in 
spot markets. 

Staple cotton may be delivered against a basis Middling contract, 
provided it is of a deliverable grade. According to rule 14 of the 
New Orleans Cotton Exchange 25 points premium may be allowed 
at the discretion of the appeal committee on classification for cotton 
not less than 1,4; inches in length. In New York no premium is 
allowed for staple. | 

It is impracticable to execute the formal contract in the ring at 
the time the trade is made, so the rules provide that verbal agree- 
ments are deemed to imply all the provisions of the contract and 
shall have the same standing force and effect if notice of such con- 
tract shall have been given by either party during the day the con- 
tract was made. These verbal agreements are noted on a memor- 
andum slip or card, and later in the day signed by the contracting 
parties. The card is printed as a sale on one side and a purchase 


2U. S. Dept. Agr. Service and Regulatory Announcements, Nos. 82 and 91. 
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on the other. The card gives a complete account of the transaction. 
To complete the record of sale it is necessary for the seller to sign 
the buyer’s card, and the buyer, that of the seller.”° 


PERSONNEL 


_ The membership of the exchanges dealing in futures is made up 
of persons scattered throughout the world. Less than one-third of 
the members actively participate in the business on the floor of the 
exchange. All members do not transact the same type of business. 
Some firms confine themselves to orders originating in the conduct. 
of their own business. Other individuals and firms do a brokerage 
business entirely. Other persons and firms handle business both for 
themselves and for their clients. Much of the actual trading around 
the ring is done by “floor brokers” and “floor traders” rather than 
by the men who really manage the business.** The successful 
execution of orders in a busy market requires skill, which these brok- 
ers acquire to a high degree. They are paid the commission charged 
members, and are responsible for all orders until they notify the 
member with whom they have traded who the principal is, 


MONTHS TRADED IN 


Contracts for the future delivery of cotton may be entered into 
for any month of the year but the months that are always active are 
October, December, January, March, May, and July. August and 
September are sometimes active, and the others are never. The 
near month is the next active month from date. The current month 
is the present month and is only of special significance when it is 
an active month. Trading in the current month must cease at noon 
on the last business day upon which transferable notices may be 
issued, which, under the present law, is five full business days be- 
fore the close of the month. By a rule recently adopted, trading 
on the New York Cotton Exchange in the current month on and 
after December, 1925, will be discontinued on the tenth day of 
that month. 


KINDS OF TRADES 


Members may buy and sell on their own account, or they may 
buy and sell for their clients. The transaction may be made (1) to 
hedge a spot cotton transaction or sale of goods, (2) as an arbitrage 
or straddle transaction, (3) to deliver or receive spot cotton, and 
(4) as speculation. All transactions must be by outcry across the 
ring if they are to be reported or recorded in the record of transac- 
tions. This does not mean that all orders received by a firm are 
executed across the ring. If a firm receives two orders simultan- 
ously, one to buy and the other to sell, it is the practice of some 
firms to give each the board price at the time. Trading or offering 
to trade in futures by members of the exchange except on business 
days and during the hours of business is prohibited. A member can 
not take his clients’ orders to account. He can neither buy nor sell 


0? Rule 45 of the New Orleans Cotton Exchange. See also p. 33. 
“| HUBBARD, WILLIAM HUSTACE, COTTON AND THE COTTON MARKET, pp. 246-249. 
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to himself nor to any member of his firm. Dealing in “ puts” and 
“ calls ” on the floor of the exchange is forbidden. 

In trading for their clients, members are called upon to execute 
several different kinds of orders. The most frequent order is known 
as a “market order,” which means that it is to be executed imme- 
diately at the best price obtainable. The client, for instance, 
instructs the broker to buy two Octobers (200 bales). When it is 
done he wires: “ Bought two Octobers at 28.10.” There are various 
kinds of “ limited orders.” It may be to buy or sell a named month 
at a stated price or at a designated time. ‘“Stop-loss orders” are 
not infrequently given in periods when wide and rather rapid fluc- 
tuations are taking place. The buyer or seller, as the case may be, 
sets a price at which he wishes his contract closed out, should the 
rise or decline reach that point. 

“ Switching orders ” are used, especially by merchants carrying an 
unsold stock of cotton. They merely move the hedge from one 
month to another that may offer more favorable terms. Likewise he 
may switch his hedges from one market to another. 

“ Conditional orders ” are placed with a broker pending the issue 
of certain events. The order may be to “ buy December if the Gov- 
ernment crop report for September 25 shows a condition of less than 
57.” Finally there are “ discretionary orders,” orders to buy or sell, 
as the case may require, at the time and price the broker thinks best. 
Some firms refuse to execute discretionary orders. 

The price of all sales for all contracts for the future delivery of 
cotton must be reported promptly by the seller to the collector of the 
exchange, giving the exact time and terms. Transactions out of line 
of bids and offers and those not entered into by an outcry across the 
trading ring are not recorded.?? 


THE FUTURES MARKET IN ACTION 


Opening calls —The futures markets in New York and New Or- 
leans are opened for business at the prescribed hour by what is known 
as calls for the purchase and sale of cotton for future delivery. In 
addition to the opening and closing calls there are two other calls 
during each full day; one between 11 and 12 a. m., and the other 
between 12 and 1 p.m. The calls are by months beginning with the 
current and continuing until each calendar month shall have been 
called. After opportunity has been given for making bids and offers 
for each month, the members are privileged to trade in any month at 
any time. Most of the trading is done between calls. 

There is no essential difference between trading under call and the 
ordinary ring trades. In case of the call, the offer to buy or sell is 
repeated by the superintendent of the exchange. It is like an auction 
in that anyone has a right to accept the offer or make a counter offer, 
but it does not involve the original offer, and offers are made at a 
definite price. The first man who accepts the offer to buy or sell 
closes the contract, regardless of subsequent offers. Trades between 
calls are essentially the same except that they go directly across the 
ring between buyer and seller. An offer across the ring may be 


2 Rule 41 of the New Orleans Cotton Hxchange, 1920. 
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accepted by anyone. Orders to buy or sell all or none are not per- 
mitted, but in case a partial and a total acceptance come simultane- 
ously, the latter is given precedence. 

Making the purchase or sale—Only members or their designated 
agents can execute contracts in the futures market. An outsider who 
wishes to trade in futures must execute his orders through a member 
of the exchange. The amount of the commission is fixed by the rules 
of the exchange. The amount and method of putting up margins 
with the broker is a matter of private arrangement. When these 
details are arranged, the client gives the broker the kind of order 
he sees fit. If he is away from the market, he wires, usually in code. 
His wire must state whether purchase or sale is desired, the kind of 
order, the number of contracts, and the delivery month. Immedi- 
ately after the order is executed the broker wires the client the results 
as: “ Sold two Octobers 25.20.” 

When the broker receives the client’s order, he proceeds to execute 
it at the first opportunity. Normally, it is delivered immediately, to 
the firm’s representative in the ring. If itis a sale he calls the month, 
indicates the number of contracts with his fingers, and pushes his 
hands ey from him. If he is buying, he moves his hands toward 
himself. 


MARGINS 


The buyer or seller of a future contract is required to deposit a 
certain sum of money subject to the claim of the one with whom he 
is dealing in case of and to the extent of adverse price fluctuations. 
This is known as a margin and is essentially a trading balance de- 
posited by one firm with another as a guarantee against loss due to 
fluctuations in the market. The “original margin” is a lump sum 
of a specified number of dollars per bale which must be deposited in 
an approved place and, in case of and to the extent of an adverse 
movement in price, subject to the demand of the opposite party to 
the contract. The supplementary or trading margin is put up to 
offset adverse price changes. For example, the party to a contract 
that is losing because of changes in price may be called upon to put 
up an additional amount to cover the variation in the market, or the 
amount the original margin has been impaired. 3 

The size of the original margin is determined by the board of 
directors within certain limits prescribed by the rules of the ex- 
change. They can change the amount of margin required on 24 
hours’ notice. The limit, as provided by the rules of the New York 
exchange of February 1, 1924, was from $1 to $5 per bale. The 
margin is put up with the clearing house on the net short or long 
interest plus some additional amounts for straddles, or for condi- _ 
tions where prices of one month are out of line with other months. 

The amount of the variation margin depends on the fluctuations 
of the price. The bid prices for the calls for each month are posted 
daily, except Saturday, at one-half hour after opening of the ex- 
change and at 1 p.m.,and these govern all calls for variation margins. 
The time of putting up such margins varies with the time they are 
called and the length of the business day. On all business days 
except Saturday, for instance, variation margins called before 12 
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o’clock shall be deposited one hour before the close of the exchange. 
The price which governs is the one established by the midday call 
and posted about 1 p. m., 

The size of the margin required by different members of the 
exchange for their customers on the outside, and the accommoda- 
tions given, are not uniform. One important firm in June, 1924, 
was requiring an original margin of $15 per bale. This margin 
had to be kept good. Such a margin was required by the above 
firm when the original margin was impaired as much as 25 points 
or $1.25 per bale. If the price change is to the interest of the 
customer, some firms permit him to draw down his profits if he is 
a good client, and especially if his business is in the nature of a 
hedge rather than a speculation. When a member executes a client’s 
contracts he must take care of the required margins with the clear- 
ing house as though he were the party at interest and not a mere 
broker. 


THE CLEARING HOUSE 


The clearing house is not technically a part of the exchange. It 
was organized by the members of the exchange for their service only. 
(1) It clears money values on differences, (2) it clears the con- 
tracts, and (3) it guarantees, in a measure, against loss. The clear- 
ing house system was first used in New York and applied only to 
money values or differences. In 1915 the system was modified to 
include contracts and the guarantee features. New Orleans adopted 
the clearing-house system of settlement in the spring of 1924. 

The principles of a commodity clearing house are essentially like 
those of a clearing house for banks, except for the insurance 
features. The contracts executed during the day are all properly 
signed and exchanged with the different members with whom busi- 
ness has been done. When this has been done, each member makes 
up separate lists of sales and purchases by months. The totals 
from these sheets are transferred to what is known as the clearing- 
house sheet, which not only summarizes the business of the day, 
but in addition shows the amount carried over from yesterday, the 
amount carried over for to-morrow, the settling price, the financial 
statement, and the margin requirements. 

When the documents are made up and balanced, the check is at- 
tached to them and sent to the clearing house, which assumes the 
obligation of buyer to the seller and of seller to the buyer. The 
actual contracts are cleared on the principle of earliest date, highest 
price. ‘The settlement price is fixed by the quotation committee and 
must be within 10 points of the bid price at the close of the day. 


SETTLEMENT OF CONTRACTS 


Broadly speaking, future contracts may be settled by “ offset”; 
that is, by buying back or selling contracts previously sold or bought; 
or they may be settled by the delivery or receipt of the required num- 
ber of bales of spot cotton to cover the contracts previously sold or 
bought. . 

Ojset method.—Most of the contracts for the future delivery of 
cotton are settled without the actual delivery of spot cotton. The 
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nonmember who buys or sells through a broker has nothing to do 
when he wishes to get out of the market except to order his broker 
to sell or buy the same number of contracts as are in his outstanding 
obligations. When the “undoing” transaction has been made, the 
broker renders the customer a statement which shows the number of 
contracts bought and sold, the time of execution of orders, the prices, 
the commission of the broker, the amount of the Federal tax, and the 
net: gain or loss rendered to the customer. 

The members of the exchange can likewise even up their position 
in the market, as they can buy as many contracts as they have sold 
for a delivery month or sell as many as they have bought; but mem- 
bers and nonmembers balance their accounts differently. The out- 
sider deals only with his broker, and his position is determined en- 
tirely by himself. The broker, on the other hand, is dealing with 
many other brokers and probably for several clients, some of whom 
may be long and some short the market. Since the nonmember can 
not enter directly into the market, the broker in the matter of mar- 
gins and settlement for all contracts must assume entire responsibility 
to the member of the exchange with whom he deals. 

Each member is interested in knowing that the labilities of the 
other members are either protected by margins with the clearing 
house or by offset contracts. ‘The broker who has sold as many bales 
for one group of clients for a given month’s delivery as he has bought 
for others, is technically out of the market and has no responsibility 
to other brokers other than that he must pay or receive the net gain 
or loss on the day’s settlement price. When this is done, his con- 
tracts are cleared back to him. He has no margin to put up; for he 
is even in the clearing house, and other brokers are protected. 

The broker is still obligated to his chents on the outside, especially 
to the extent of making sure that each carries out his obligations, 
and of personally making good to clients any losses caused by the 
failure of other chents to carry out their obligations. 

The member who is long, or has bought a contract, may settle it 
without receiving the cotton, even after a notice of delivery has been 
issued. When the holder of such a contract receives notice that the 
opposite party to the contract, the short, intends to deliver the cotton 
in settlement, the holder of that contract may transfer it to another 
party to whom he has sold a contract for delivery in the same month, 
or if he had not made such a sale at time of receipt of notice, he 
pe minutes within which to make such a sale and transfer if he 
wishes. 

Delivery method of settlement——The second method of settling a 
futures contract is by delivery of the cotton. If the party who has 
sold a future contract wishes to settle it by delivering cotton against 
it, he may do so. ‘The buyer likewise may force delivery by holding 
his contract until the last notice day of the month. The cotton 
futures act provides that five full business days’ notice of intention to 
deliver must be given the buyer. If the seller wishes to deliver on 
the first day of the month he must issue his notice about the twenty- 
fifth of the preceding month. This is known as the first notice day. 
In any event, he must issue it not later than five full business days 
before the last business day of the month; that is to say, on what is 
known as the last notice day. The nonmember must deliver or re- 
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ceive cotton through a member. There are firms which make a 
specialty of delivering and receiving cotton for clients. Other mem- 
bers of the exchange may also hire these firms on commission to han~ 
dle this particular phase of their business. 


DEMAND 


The broker who “stops” a transferable notice must issue to the 
firm issuing the notice what is known as a “demand.” It serves as a 
notification to the seller to whom to deliver the cotton. It must be 
stamped and numbered by the secretary of the exchange and re- 
turned to the member issuing it before 4 p. m. (except Saturday at 
2 p.m.) on the day previous to the day delivery is due thereon, and 
shall be accepted as a legal demand for the cotton. 


WHAT MAY BE DELIVERED 


The rules of the exchanges and the cotton futures act specify that 
only good merchantable cotton may be delivered. Its grade must 
be of or within the 10 deliverable grades prescribed by the cotton 
futures act. It must have a staple length of seven-eighths inch or 
longer.2?. If grades other than Middling are delivered, the buyer 
must pay the commercial premiums, or ‘on,’ for the grades 
above Middling; and he receives the commercial discounts, or the 
“off,” for the grades below Middling. In compliance with the 
United States cotton futures act, the amount of the “on” or 
“off” is determined in New Orleans by commercial differences pre- 
vailing in that market. In markets like New York, where the sales 
of different grades are not sufficiently numerous to establish a spot 
market, the law requires that they shall be made up by taking the 
average of the commercial differences in not less than 5 of the 10 
southern spot markets designated for the purpose by the Secretary of 
Agriculture. These markets are (1924) Augusta, Dallas, Galveston, 
Houston, Little Rock, Memphis, Montgomery, New Orleans, Norfolk, 
and Savannah. 


ELEMENTS OF GOOD DELIVERY 


The rules for making the physical transfer of the cotten and what 
constitutes a good delivery are set forth at length in the rules of the 
exchange, subject to the requirements of the cotton futures act and 
the regulations of the Secretary of Agriculture. The New York 
Cotton Exchange and the New Orleans Cotton Exchange provide 
that the cotton must be in the city in which the market is situated 
and in not more than two approved storage places. The delivery is 
made by handing the purchaser a receipt from an approved ware- 
house for the required number of bales and an invoice of weights, 
grades, and prices. Such receipt must be signed by the warehouse- 
man, indorsed by the member in whose favor it is drawn, and be 
free from any press, warehouse, or insurance charges. The cotton 
must have been inspected, sampled, and weighed by the inspection 


77U. S. Department of Agriculture Service and Regulatory Announcements No. 91. 
Regulations of the Secretary of Agriculture under the United States cotton futures act. 
In aOR to this see also Appendix I of the same, containing the text of the statutes as 
amended. 
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bureau of the exchange, the first two operations being subject to the 
regulations of the Department of Agriculture. All warehousemen, 
pressmen, assistant inspectors, weighers, and samplers must be 
licensed or approved by the board of directors. ‘These licensees are 
under the direct supervision of committees appointed by and respon- ~ 
sible to the board of directors. At least one member of the board 
must be on each committee. The warehouse receipt must be accom- 
panied by a certificate of grade and staple issued by the United 
States Department of Agriculture for the exact bales represented in 
the warehouse receipts. Not less than 49,500 pounds or more than 
50,500 pounds can be delivered against any one contract. If the 
cotton has not been certificated and is delivered on a seller’s validated 
notice of grade pending formal certification, the receiver pays only 
90 per cent of the price and deposits the balance with the secretary 
of the exchange for final settlement. 


SETTLEMENT PRICE FOR COTTON DELIVERED ON FUTURE CONTRACTS 


At the close of each day the superintendent of the exchange must 
post on the bulletin of the exchange the price at which transferable 
notice shall be issued on the following day. The price for Middling 
must be within 10 points of the closing price for like deliveries.?* 
On receipt of the warehouse receipt and certificate of grades, the 
buyer must at once give the member presenting same a certified 
check for the cotton at the price of the transferable notice, with 
additions or deductions for grades delivered above or below Mid- 
dling. These differences are those quoted the day prior to issuance 
of transferable notice, or six business days prior to the date of 
delivery. ) 

The settlement price for Middling is not the one stipulated in the 
original contract, but the seller receives the original price in the 
form of the settlement price, plus or minus differences which have . 
been received or paid in clearing-house balances. The nonmember 
making delivery receives through his broker the original contract 
price for Middling. Im case he has lost in the trade, he evens his 
position with the broker by forfeiting margins. Differences “on” 
and “off” for grades are determined in the same way for the non- 
member as for the member. 


COSTS OF DELIVERING COTTON ON FUTURE CONTRACTS 


The costs for delivering cotton in liquidation of future contracts 
vary from time to time and according to whether the deliverer is 
a member of the exchange. 

The number of future contracts liquidated by the delivery of spot 
cotton varies from year to year and from month to month. Cotton 
may be delivered on contract because prices of contracts are forced 
above the value of spots by what is known as a “squeeze.” The 
holder of a particular lot of cotton may not be able to make a satis- 
factory sale of it in the spot markets and may close it out by de- 
livery. It may be delivered for the purpose of more readily bringing 
about price adjustments; that is, a large volume of spot cotton 


*4 New Orleans exchange rules, 1920, p. 99. 
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thrown on the futures market has much more weight there on price 
than when left in the spot markets and carried by hedges. There 
are many, especially outside speculators, who are willing to buy con- 
tracts without having the facilities to handle spot cotton to ad- 
vantage. 

FINANCING FUTURES MARKETS 


The speculative contract for the purchase or sale of cotton for 
future delivery has no element of security to serve as the basis for 
financing itself. It is handled on a narrow margin. The warehouse 
receipt or bill of lading does not exist for such a contract. The 
transaction must be financed with the individual’s own cash or funds 
secured by borrowing on collateral independent of the contract 
bought or sold. 

The amount of money needed by the borrower varies widely from 
day to day. Cail money is best adapted to such business. The 
borrower pays interest on his daily balance. In normal times call 
money is the cheapest to be had. The borrower deposits bonds, 
stocks, or other evidences of property as the basis of his security. 

The selier as well as the buyer puts up margins. On the part of 
the buyer the margin put up may in some respects be looked upon 


as a partial payment for the cotton, and if he receives the cotton it 


actually turns out to be so. The seller’s margin, which is like that of 
the buyer in every respect, cannot be considered any more than a 
guaranty against losses due to adverse price changes or, if it works 
out into delivery, of complete performance. The thing to be financed, 
then, is not the value of the actual bales involved, but the width of 
the probable price change. 

Since the financial standing of the outsider is not always known, 
the firm protects itself by requiring an original margin and addi- 
tional margins whenever price changes impair the original. If 
additional margins are not put up within a specified time, usually 
about one business hour after being called for, the broker may hqui- 
date the contracts.” 

The future contract bought or sold for hedge purposes limits the 
losses which may accrue to the broker, for the losses on one side tend 
to be offset by gains on the other. 


CENTRALIZING OR LARGE SPOT MARKETS 


CHARACTER AND LOCATION 


The centralizing markets are the great reservoirs of spot cotton. 
They may be in the territory or country which grows the cotton, or 
at ports or other centers with advantages for assembling, carrying, 
and distributing cotton. The dealers and merchants in the spinners’ 
markets who supply the needs of the mills draw their supplies di- 
rectly from the centralizing markets. Nearly every bale of cotton 
grown passes through them. When cotton is sold by the growers 
in the local market it goes immediately into the centralizing market, 
especially in so far as ownership is concerned. 


% By-Laws and Rules of the New York Cotton Exchange, Nov., 1920, pp. 72-76; or 
pees Soca eran By-Laws, and Rules of the New Orleans Cotton Exchange, 1920, 
pp. : 
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The centralizing markets for American cotton in the United 
States are mainly the cities in the cotton territory of the South and 
Southwest. The following cities are usually considered as large 
markets: New Orleans, Dallas, Houston, Galveston, Memphis, and 
Savannah. There are many others, such as Norfolk, Atlanta, Little 
Rock, Oklahoma City, Waco, Fort Worth, Columbia, S. C., Raleigh, 
Greenwood, Miss., St. Louis, Augusta, and Montgomery, which are 
the headquarters of 3 impor tant firms and in which branch offices of 
other large firms are located. There are many other centralizing 
markets which do a large business, such as Helena and Pine Bluff, 
Ark.; Austin and Paris, ~Tex.: : Meridian, Miss.; and Macon, Ga. 

Men who perform the ser vices characteristic of this type of mar- 
ket are called merchants and shippers. They buy cotton from buyers 
in the local markets and from the growers and sell it to dealers, 
mills, and foreign importers. In addition, there are a few cotton 
factors who represent large growers, small-town merchants, and 
others, who sell to the merchants and shippers, and there are a few 
f. o. b. dealers and commission men who usually represent. local 
buyers and large planters but who will buy or sell for anyone. 


ORGANIZATION 


The centralizing markets are city unit organizations, but the firms 
that constitute the organizations have connections running both into 
the spinners’ markets on the one side, and into the smaller concen- 
tration and local markets on the other. The larger firms do not con- 
fine their activities to a single market. Some of them accumulate 
large stocks of cotton. These large firms have partners, branches, 
or representatives in most of the important centralizing markets. 

To carry their cotton until it is needed, the merchants do a great 
deal of hedging. The larger ones have membership i in one or more 
of the futures markets. They maintain branches, partners, agencies, 
or other connection in all important spinners’ markets. From the 
few large firms there are gradations down to the firm or individual 
who operates in only one of these central markets. The small firms 
sell to dealers in spinners’ markets or to the larger merchants and 
exporters. The small operators are in the majority in numbers but 
not in percentage of total business transacted. 

The statement of the purposes of the Houston Cotton Exchange, 
as given in its charter, is fairly typical. It says: 

The purposes of this association shall be to provide and maintain suitable 
rooms for a cotton exchange and board of trade in the city of Houston, to 
inculcate just and equitable principles of trade and commerce, establish and 
maintain uniformity in the commercial usages of the city; to acquire, pre- 
serve, and disseminate valuable business information; to adopt rules, regula- 
tions, and standards of classification which shall govern all transactions con- 
nected with the cotton trade, and with other commodities where standards 
are required; and generally to promote the interests of the trade and increase 
the facilities and the amount of business of the city of Houston.” 

The requirements for membership vary somewhat between associa- 
tions. The organization is maintained by fixed annual dues, and 
fees are charged per bale on all cotton bought by the members, with 
the occasional exception of transactions between members. 


6 Constitution, By-Laws, and Rules, Houston Cotton Exchange and Board of Trade. 
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The business of these organizations is conducted by a president, a 
secretary, a treasurer, and a number of committees. The usual com- 
mittees are those on membership, information and statistics, finance, 
quotations, insurance, classification, grievances, arbitrations, and 
appeals. Each exchange has a body of rules which defines the terms 
used, prohibits certain practices, prescribes the methods of doing 
business, and provides means for enforcing the rules. The rules 
are designed to standardize the business, to eliminate dishonest or 
detrimental practices, and to promote the best interests of the 
members. 


FUNCTIONS 


From the standpoint of marketing services the chief functions of 
those in the centralizing markets are: (1) To sell cotton in even 
running lots; (2) to assemble and class the cotton for shipment to 
spinners, either direct or through a dealer; and (3) to buy it from 
farmers and local buyers and carry it until it is wanted. To reduce 
his risk in performing this last function, the merchant ordinarily 
sells future contracts equal to the number of bales carried. These 
are sold from day to day as he buys the cotton. 

The mill wishes to buy cotton in even-running lots. The mer- 
chants in these centralizing markets are in the best position to make 
such sales. They buy and assemble hundreds of bales, although 
they often store many at the small compress warehouse concentra- 
tion points. The classing of the cotton into even-running lots on the 
basis of either private types or Government standards is done in the 
central market on warehouse samples. 

‘The merchants in these markets carry a great deal of cotton. The 


mills may buy a large part of their supplies in the summer and 


fall, but have it delivered in small lots throughout the season. If 
the merchants have not sold their purchases ahead, they continue 
to buy and store the cotton, pending the time the mills come into 
the market. They thus carry the surplus which accumulates in the 
fall to other seasons or from one year to another. They are well 
situated to perform this service because they have access to the best 
warehouses, deal in large even-running lots, and are able to obtain 
favorable credit and insurance terms. These centralizing markets 
do most of the exporting or selling to exporters. 

Some of the centralizing markets have a number of large cotton 
factors and f. o. b. sellers. The factor does not class the cotton and 
sell it in even-running lots. Each grower’s cotton is sold “lot 
through” or in what are sometimes called “hog round” lots, to 
merchants and shippers. The chief function of the factor is to give 
the growers the services of a skilled salesman and the marketing 
facilities available in these markets. The f. o. b. shippers sell cot- 
ton in the primary markets from samples sent them by the owners, 
usually local buyers or large planters. In most markets they charge 
$1 per bale for their services. When the owner is satisfied with the 
price offered, he is notified where to ship the cotton and on whom 
to draw his draft. 
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Factors which determine price in the central markets are: (1) 
Price of futures, (2) volume and nature. of mill purchases, and (3) 
freedom with which the grower parts with his cotton. The price 
of futures is the predominant factor. The degree of its control 
varies with different conditions. In a short crop year when mills 
buy considerable forward cotton and the spot movement is light, 
the futures are the least dominant. The trade expresses it by say- 
ing the basis is high, which means that spots are high in compari- 
son with futures. The price to which spots may go above futures 
for the active month is limited only by the fear of not receiving the 
required cotton on a future contract to satisfy an even-running spot 
contract. Such a situation is hkely to develop at the beginning of 
the season when the crop is late, or on a rapidly declining market. 

Futures may go above spots because there may be more contracts 
sold and more purchasers asking for delivery than can be satisfied 
with deliverable spot cotton available in the particular market. 
This may happen because the deliverable cotton is pledged for for- 
ward delivery, or because the unusual demand develops so late in 
the spot or current month that it is impossible to deliver cotton 
from distant points. The last instance is known as “squeeze.” 
These strained price relationships are more likely to exist when the 
world’s volume of deliverable cotton is small. When spots may be 
bought at a price which will permit delivery against contracts with- 
out loss, the basis is said to be low, weak, or easy. If the buyer of 
spots is unable to hedge his purchase to obtain normal profits, he 
says the basis is high or strong. 


MARKET TRANSACTIONS 


There are three types of market transactions in the centralizing 
markets: (1) Sale to spinners, (2) transaction in futures, and (3) 
purchase of spot cotton. Either (1) or (8) may come first, but 
never (2) without speculation. The sale to spinners is given first 
because they often buy lberally of the new crop before the begin- 
ning of harvest. Heavy buying usually starts in August. The pur- 
chase is made for forward delivery. If the price is fixed by the 
mill at the time, the merchant who makes the sale protects himself 
with the purchase of a future contract. Sometime previous to 
delivery date he buys the spot cotton to fill the order, and, as he 
buys, he sells the futures previously bought; otherwise he would be 
speculating. As the season advances and the spot movement grows 
in volume, the order of sales is reversed. The spots are bought first, 
the hedges are sold next, and the sale of the spots to the mill and 
the purchase of hedges sold occur at a still later date. 


BUYING COTTON BY FIRMS IN CENTRAL MARKETS 


_ The merchant or shipper in a central market may buy his cotton 
in a number of ways. He may buy from brokers, factors, f. 0. b. 
shippers, and other merchants in the- market; or he may have an 
organization for buying in the primary markets. He usually does 


*7 See also pp. 44 and 48. 
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both. The territory of a centralizing market is determined largely 
by transportation facilities and freight rates. The merchant operat- 
ing in a given territory establishes connections in the various cotton 
markets in the territory, by arranging to furnish lmits to local 
buyers and by scattering salaried or firm representatives at strategic 
points to buy cotton direct from local buyers and farmers and to 
take it up from those buying on limits. 

The making of limits requires considerable attention, especially 
in a market where competition is keen. The hmit is made up of 
two parts. The first and most important is the parity between 
futures and the price the buyer is to pay for spots. Thus the mer- 
chant might instruct his local representatives to buy at 150 “ off” 
New York basis Middling. If no month is specified, it means the 
near active month. The second part of the limit is the “ differences ;” 
that is, the premium “on” for the better grades and staples and the 
discount “ off ” for the poorer grades and staple lengths under seven- 
eighths inch. The first part of the limit changes the price offered 
by the local buyer with the changes in the price of futures. 

Thus if New York contracts are selling for 30 cents, the local buy- 
ers can offer 28.50 cents for Middling %-inch cotton. If the price 
of futures goes down te 29 cents, the local buyer reduces his price 
to 27.50 cents. The merchant may find that his local representative 
is unable to buy the cotton at 150 “off” and may be forced to buy 
on the basis of 125 “ off,” or even less. The second part, especially 
the differences for grade, is changed very largely as a result of 
weather. Weeks, or even months, may pass without a change, if the 
season is normal. 

The merchant arrives at the limits he offers about as set forth 
below, provided he has not already sold his cotton on basis. The 
time, say is November, and December futures are quoted at 35.10 
cents per pound. The cost of the freight, insurance, interest on 
funds tied up, the hedging costs and other expenses of delivering the 
cotton equals 150 points. The maximum he can pay without incur- 
ring risk would be 33.60 cents per pound. If he wishes a profit of $1 
per bale, he wili quote the limit at 170 “ off ” December, or 33.40 cents. 
If the merchant has sold cotton for forward delivery at, say 150 “on” 
New York for even-running Middling, he takes this into account in 
making his limit. He is in a position to offer a better limit than 
before, but he can not base it entirely on this sale of a specific grade, 
for the local buyer must take all grades as they come, and he may 
buy 1,000 bales before he obtains 100 bales of even-running Middling. 

Changes in grade differences and staple premiums are often a 
source of loss or profit. The differences due to grade are controlled 
very largely by weather conditions during the picking season. On 
September 1, 1923, Low Middling was an average of 96 “off” in the 
10 markets. On December 11 it had gone as low as 275 “off.” The 
merchant who bought and hedged Low Middling without a basis 
sale to cover, almost certainly lost money on his low grades. During 
the same time Good Middling rose from a premium of 47 “on” to 
ee on.” On the better grades the merchant will have made a 
pront. 

In trading among themselves merchants make bids and offers in 
what they call “basis.” It is always so much “on” or “ off” the 
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futures price in the near active month or a specified month. The 
“on” or “off ” thus includes the differences for grade and staple and 
the parity between spots and futures. These are the bargaining 
points for the merchants; because the rest of it has been fixed, if the 
cotton is hedged. : 

PRIMARY MARKETS 


CHARACTER AND LOCATION 


The primary or farmers’ markets are the assembling points for 
the growers where they meet the cotton buyers. With the exception 
of a few instances in the case of large planters or in unusual years, 
the buyers never go to the farms to bargain for the cotton. In the 
western part of the Cotton Belt these markets are often called 
wagon markets. The cotton is hauled in by the farmers in the seed, 
and is taken to a custom gin. After it has been ginned and baled, it is 
hauled to an accustomed square or market street similar to that 
shown in Figure 5 and sold from the wagons. Every railroad station 
that receives any appreciable amount of cotton for shipment is a 
market place, and many interior villages off the railroads have their 
cotton buyers. 


ORGANIZATION AND PERSONNEL 


Only a very few of these markets are organized in the sense that 
there are any adopted rules governing transactions in them. 
Usually each buyer operates independently. To obtain an outlet 
for the cotton he buys and to have adequate price information, he 
makes connection with some firm in a central market which furnishes 
him price quotations and limits on which he bases his price paid to 
farmers. This kind of buyer is little more than an agent of the 
cotton merchant. There are other local buyers who buy and then 
sell to the one making the best offer. ‘They may resell in the local 
market, or they may wire to buyers in one or more of the central 
markets and sell there. 

Some of the buyers are in the market for the one purpose of 
making profit by their purchase and sale of the cotton. Others, 
especially supply merchants and bankers, may be buying primarily 
for purposes of collecting old debts or for advertising. In the 
larger local markets there is usually one buyer who represents a 
cotton merchant in a centralizing market. He buys some cotton 
_ direct from the growers, but he buys most of his supplies from the 
local supply merchant, banker, and speculator buyer at the close 
of the day. 


PRICE MAKING IN THE LOCAL MARKETS 


It has been shown that the futures market is the central price- 
making organism in the cotton-marketing world. It was shown 
that the price in these markets is based on the price of contracts in 
the futures market and that the cotton merchants in the centraliz- 
ing markets in turn are the most important sources of converting the 
prices in the central markets into the price in the local markets. 
They do this by means of the limits they give to their local repre- 
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sentatives. It remains to be shown how the local buyers convert 
the limits into the prices they pay the farmers. Ha: 

The limits given local buyers are given in different terms in dif- 
ferent markets. If it is an important local market and the local 
representative knows the classification of cotton fairly well (1) he 
is given limits in terms of “ons” (premiums) for grades above Mid- 
dling and “offs” (discounts) for those below Middling; (2) he 1s 
given the parity between spots and futures (see p. 58); (3) in the 
markets where considerable staple cotton is sold, he is also given 
limits “on” for extra staple lengths. 

For example, the differences for grade may be quoted at 50 “on” 
for Good Middling, 25 “on” for Strict Middling, 50 “off” for 
Strict Low Middling, and 100 “ off ” for Low Middling. 

The second part of the limit may be quoted at, let us say, 100 
“off,” basis Middling. If the merchant is paying the local buyer 
premiums for staple length, he will quote a limit of, let us say, 25 
points on for 1/5 to 14% inch staple, 50 on for 11% to 1,3;, and 75 on 
for 1,3, to 114. 3 

The basic price from which the “ons” and “ offs” are calculated 
is the price of contracts for future delivery in a designated futures 
market. The particular month varies, though usually it is the price 
of the near active month. The futures price is continually changing. 
The buyer is never advised of all these changes. ‘The buyers in some 
of the more important local markets obtain from the telegraph 
companies what is known as the C. N. D. service (Commercial News 
Department reports of telegraph companies), which quotes the fu- 
tures market at intervals of 15 minutes. In most cases the cotton 
merchant either telephones or wires his loeal representatives when 


? 


the price changes are significant. The premiums and discounts for 


quality are changed less frequently. 

If the hmits are quoted f. 0. b. cars at the local market, the buyer 
will arrive at the possible price he can pay as follows: Suppose that 
New York futures are quoted at 31.25 cents. The buyer goes out on 
the street to bid on a bale of Strict Middling full 11% inch staple. 


Cents Cents 


Price of frees one a S iets ae SS Rae VEER Be Ae 31. 25 
Possible premium for Strict Middling grade____________________ mee 
Possible preminm ]fory 424 -imeh staple. 2 2s a ee Pe . 50 
Lota varde mecentral markets oo ee ee ee 382. 00 
DEdNEMOnNON Pari yrbaAsise. 6 2= 623.5 Fe aes Beek Bia Oe ee 1. 00 
Deduetion-do0r-jtaccine7 drayace,; Ctes2*. sent ee ae is Ae 25 
DeCIUuchOn LAS WUyeE Se Mare ies. oes eS ee a 225 
PRR ER Tare tO CERES LR TUS Se aa cera ee I Nie YS 5 1.50 
IPTICEH DWV eH Cets 0 Vy re PM Ors oka ats Se ge A A ee 30. 50 


In many of the smaller local markets in the short-cotton territory, 
the local buyer is given a stated price as a limit. He is quoted 
a price, say of 30.50 cents. He may pay a little more than this for 
extra good bales and as much under that for the general run as 
competition will permit. It is in this type of market, where cotton 


is bought on the average, that the farmer has the least incentive for 


improving quality. The price is rarely quoted as standard, and 


> 
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bargaining is rarely done on the classification of bales. The emphasis 
is placed on price and not on quality which increases immensely the 
problem of interesting the farmers in improved varieties and meth- 
ods of handling their cotton. If the local markets are to be made to 
function properly, the price-making forces and the price-quotation 
service must be improved to the point that bargaining will be done on 
the classification of the cotton and not on price. 

In the local markets the merchant often asks the farmer how 
much he is going to trade, and if a farmer has been a good customer 
of a supply merchant he expects this merchant to make the highest 
bid for the cotton. The grower’s supply merchant or banker often 
tells him to get the best offer he can and come back, which means 
he will raise the bid 5 or 10 points, even though he has to take a 
loss on the cotton at the end of the day. Such methods of bargain- 
ing furnish little incentive for improvement in quality. 

When the cotton merchant quotes the local buyer a definite price 
he observes closely the class of the cotton coming from the market 
to keep the price even with or below the average value of the cotton 
coming in. Even the cotton merchants in the central markets who 
have their local representatives buy on quality make up their limits 
with the idea of buying the cotton “safe” for premiums and dis- 
counts on grade and staple. Their take-up man follows the policy 
of classing the cotton full, especially if the market is declining. 
In the face of this, the local buyer, who is not an expert at judging 
the qualities of cotton, also follows the policy of buying the cotton 
“safe.” By the time the price gets to the farmer the premiums 
for the better grades and longer staples are greatly reduced, are 
often entirely wiped out, and the discounts for low grades often 
become excessive. 

The larger the local markets, the more nearly they are governed 
by the commercial value of the cotton. There are a great many 
markets which are more efficient than the types of local markets 
described yet they do not perform the characteristic functions of 
the centralizing markets. There are usually numbers of small cot- 
ton merchants or salaried representatives of large cotton merchants 
in such markets. A few of these markets have inaugurated a method 


of selling similar to the factorage system, which was once so popu- - 


lar in the centralizing markets. A take-up man of a merchant in 
a central market may live in one of the big local markets. Such a 
man is almost sure to lead the local buyers to pay premiums for the 
better grades and longer staples and to discount the low grades. 


FACILITIES IN LOCAL MARKETS 


The quantity and quality of the facilities in local markets vary 
widely. In many of them, especially in the western part of the 
Cotton Belt, the usual facilities consist of (1) a market square 
which is a vacant block near the center of the village, where the 
farmers drive their wagons with their cotton, (2) a cotton yard 
which is another vacant lot, where the farmer carries his cotton 
when it is sold, and (8) a public weigher equipped with a pair of 
scales on wheels, to weigh the bales when they are rolled off the 
wagons. Many of the local markets, especially in the eastern part 


| 
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of the belt, have been equipped during the last few years with ware- 
houses. In these markets the farmer often drives directly from 
the gin to the warehouse and leaves his cotton there. The ware- 
houseman draws a sample from the bale and gives it to the farmer, 
who takes it to the market square and bargains on it for the sale 
of the bale. 


SALE PROCEDURE 


When the farmer receives his bale of cotton from the gin, he often 
takes it immediately to the market square for sale. By the time the 
wagon has stopped, a cotton buyer usually asks ‘“ What do you want 
for that cotton?” The farmer may set a price, but ordinarily he 
asks what the market is and how much the buyer will give. The 
buyer makes an offer. If it is satisfactory, which it rarely is, the 
bale is sold without being cut. If it is refused, the buyer samples the 
bale and makes a second bid. If this is refused, the farmer may 
make a counter offer, and a direct or compromise bargain is reached, 
but often he says he will “ look around.” 

The next buyer sees that the bale has been cut, so he asks “ what 
have you been offered for that cotton?” The farmer tells him: his 
highest bid. The buyer draws another sample and raises or refuses 
to raise it. The amount of this dickering depends largely upon 
the farmer. Bargaining is done in terms of cents and fractions 
of a cent per pound. The fractions are usually expressed in terms 
of points or hundredths of a cent. Thus, an offer is written 25.40 
where the price is 25.4 cents per pound. 

When the sale is made, the farmer is given a “ticket,” which 
states the date, name of purchaser, number or gin mark of the 
bale, and price paid. The farmer takes the bale to the cotton yard 
or local warehouse. It is weighed by a public weigher and a weight 
receipt is given him. These receipts are taken to the bank or other 
place designated by the buyer, and the amount to be paid is cal- 
culated and paid to the farmer. 


FINANCING LOCAL MARKETS 


The buyers in the local market are financed by the local bank. 
The buyer is required to deposit eash or other readily convertible 
assets with the bank sufficient to margin the volume of business he 
expects to do. The amount of margin required depends on many 
factors such as the personality of the buyer, the banker, the price, 
and the extent and rapidity of price fluctuations. In additicn, the 
banker holds the warehouse receipts or other evidence of ownership 
and the insurance policy covering the cotton. 


FUNCTIONS 


The primary or local markets perform several important func- 
tions. (1) They begin the assembling process which is completed 
in the centralizing markets. (2) They offer the farmer a market 
with the least delay and trouble to him. (3) They give him some 
idea of the desirability of the cotton he is growing. (4) They give 
him an opportunity to bargain individually in the sale of his cotton. 
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(5) It is much more economical for the centralizing buyers to buy 
the cotton through local buyers in these markets rather than from 
the individual growers direct. 


PROBLEMS OF THH PRIMARY MARKET 


The two main problems of the primary market grow out of the 
limited volume of business on the one side and the inability of the 
farmer to know his product on the other. The volume of business 
in these local markets will not justify the cotton merchants in em- 
ploying skilled classers to buy the cotton. Native bargaining ability 
is often the asset most desired in a local representative. Few of 
the growers can class their cotton and bargain effectively in its sale. 
Previous investigations have shown that the growers were not paid 
the differences prevailing in the centralizing and spinners’ markets 
for superior grade, staple, and character of cotton.”* 


PRICE MAKING IN THE FUTURES MARKET 


Two sets of forces determine cotton prices in the futures markets— 
those which affect demand for and those which affect the supply of 
cotton. 

MARKET FORCES AND POSITIONS 


The forces on the demand side exert their influence on the market 

through two channels. The first is through the purchase of cotton 
for consumption, and the second is through the purchase of cotton 
for speculation. The immediate price reaction is the same in kind, 
regardless of the parties doing the buying or whether they are 
buying cotton on the spot for forward delivery or for future 
delivery. 
, On the supply side, there are those who are offering spot cotton 
for immediate delivery and those who are willing to sell cotton for 
delivery at a stated month in the future, either on specific descrip- 
tion or as futures, believing that they will be able to buy the actual 
cotton or its equivalent in contracts before the delivery date at a 
lower price. Sales of spot cotton may influence the price by supply- 
ing mill demand direct or through hedge sales in the futures market 
by the growers or by the merchants who buy from the growers. 

The speculator who believes that the underlying forces will make 
for higher prices buys on that belief, hence represents a temporary 
portion of the demand in the market. In terms of market parlance, 
he “ goes long” and is called a “bull.” This buying tends to raise the 
price. The one with the opposite views, who sells futures or “ goes 
short,” represents a portion of the supply temporarily and is called 
a “bear.” After the buyer goes long, his every effort is to force the 
price up and sell at the higher level that which he bought at the 
lower; but when he sells he increases the market supply, thus tending 
to put the price down. 

On the other hand, he who sells short may thereby depress the 
price, but sooner or later must buy back the contract, or the spot 
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cotton to deliver against it; when he begins to buy back, he may raise 
the price about as much as his selling pushed it down. If he has mis- 
judged fundamental demand and supply factors, however, the effect 
may not be equal in both cases. Intensive buying of contracts by 
an individual or group may push the price up, or selling of a like 
nature may push it down, but the speculator must sell as many con- 
tracts as he buys, or buy as many as he sells, thus exactly negating 
himself, unless he is able to anticipate coming marketing conditions 
and, even more important, estimate how the mass opinion of the 
market regarding them will be expressed in terms of price. 

Since no buyer wishes to buy at a price greater than the true value, 
or vice versa, and since the true value is ultimately determined by the 
intensity of demand as related to supply, all information concerning 
these two market factors is immediately evaluated by the market and 
translated into terms of price. Information indicating an increased 
demand or diminished supply is bullish, since it tends to increase 
price; conversely, information indicating decreased demand or in- 
crease supply is bearish since it tends to decrease price and favor 
bear operations. 

The market news may carry such expressions as, “the market is 
short ” or “ oversold,” or “the market is long” or “ overbought.” 
Obviously this does not refer to the number of outstanding contracts 
on either side for they must be equal. The statement that the market 
is oversold means that a large percentage of the contracts outstand- 
ing have been sold by speculators rather than by hedgers. An over- 
bought market is one in which the speculators hold a large volume of 
the contracts. When the speculators who have sold short, or bought 
long, buy back or sell out, as the case may be, they automatically 
cancel out of their operations the effects of further price movements, 
since what is lost on the sale is gained on the purchase. This is 
“covering.” ‘ Covering ” usually means the purchase of something 
previously sold. ; 

The forces of demand and supply exert their influence through the 
“spot market ” and the “ futures market.” 


PRICE MOVEMENTS AND THEIR CAUSES 


Three price movements are distinguishable in the marketing of 
cotton: (1) The general trend of prices owing to changes in the gen- 
eral level of prices of all commodities, (2) the gradual change in the 
relation of the price of cotton to prices of other commodities in ad- 
justing to increasing uses for cotton and improved methods of pro- 
ducing and manufacturing, and (3) shorter fluctuations which may 
be attributed to three causes: (a) The annual movement caused by 
changes in supply, (6) the changes caused by changes in business 
conditions—demand, and (c) the short-time movements caused by 
the technical position of the buyers and sellers in the market or to 
other causes. 

The general level of prices changes from one period to another 
and. explains a large part of the change in price of a commodity 
from one period to another. In 1896, for instance, the price of 
cotton was 7.9 cents per pound but at that was only 4 points 
less than the general average of all prices or, based on 1913 
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prices, cotton was 62 and all commodities 66. In 1912 the price 
of cotton had advanced to 11.5 cents per pound but was then 
11 points lower than it was in 1896, when measured in terms of pur- 
chasing power of all commodities, for cotton was 90 and all com- 
modities 101.29 The change in price from 7.9 cents per pound in 
1896 to 11.5 cents in 1912 was due largely to changes in the relation- 
_ship between money and commodities. ‘These changes may take 
place rapidly. The period from the beginning of the World War to 
1920 illustrates such a rapid change. 

Price index numbers lke those of the Bureau of Labor Statistics, 
the Federal Reserve Board, and Dun and Bradstreet are the best in- 
dicators of changes in the general price level. 


ACTUAL PRICE OF COTTON AND WHAT IT WOULD HAVE BEEN 
IF IT HAD MAINTAINED THE SAME RELATIONSHIP 
TO GENERAL PRICE LEVEL AS EXISTED 
ON THE AVERAGE FROM 1910 TO I914 
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Fic. 5.—The index used is that of wholesale prices in the United States, from United 
States Department of Agriculture Bulletin No. 999, page 2. The actual price is that 
shown in United States Department of Commerce Bulletin No, 153, Cotton Production 
and Distribution, pages 7 


Figure 5 shows the actual price of cotton and what it would have 
been if it had maintained the same relationship to the general price 
level as existed on the average from 1910 to 1914. 

Changes in price relationships may be due to changes on either 
the demand side or the supply side, or both. In the early history of 
the trade cotton sold at a higher price than wool. The invention of 
the saw gin and the consequent opening up of the vast areas in the 
Southern States cheapened the cost of production and tended to put 
cotton on a lower price level compared with other commodities. The 
cheapness of it multiplied its uses as clothing, as household furnish- 
ings, and as raw material in industry. For a century the increasing 
demand through multiplication and expansion of uses; was met by 
the ever-expanding supply, and for a large part of the time at de- 


2? Bureau of Labor Statistics No. 284, p. 131; and No. 149, p. 83. 
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clining prices. Since 1915 the trend of cotton prices is above its 
previous relation to other commodities. 

There is no evidence of a slackening of potential demand. The 
spread of the boll weevil and other causes seem to have put costs of 
production on a higher level, thus forcing a change in price relation- 
ship. Figure 6 shows the relationship between the price of cotton 
and the price of all commodities for the years 1902 to 1922, inclusive. 

Changing business conditions, usually referred to as business cycles, 
cause changes in the price of cotton through their effect on the 
ability and disposition of people to buy. To measure the influence 
of the business cycle on cotton prices it is necessary to separate its 
influence from that of the general price level on one side, and of 
changes in supply on the other. 


THE INDEX OF DECEMBER PRICE OF ALL COMMODITIES 
AND THE DECEMBER RELATIVE PRICE OF 
SPOT COTTON AT NEW ORLEANS 
5-Year Moving Averages, 1902-1922 
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Fic. 6.—This chart shows the general tendency for cotton prices to follow the prices of 
all other commodities, the changes in relation from year to year having been smoothed 
out by the use of the 5-year average. The effect of the prevalence of the boil weevil 
is also evident in the relatively higher price of cotton in recent years 


Figure 7 shows the relationship between the business cycle and the 
price of cotton. 

The change in price due to changes in supply is essentially an 
annual movement, though it is not exclusively so. Supply in the 
sense used in the following discussion is made up of four items: (1) 
Carryover, (2) production of the current year, (3) prospective 
crop of the coming year, and (4) stocks of manufactured goods. 
Over a long period of time availability and volume of substitutional 
material should be taken into account. Each of these items varies in 
importance from one season of the year to another. 

This discussion begins with winter, because there are fewer com- 
plications on the supply side of the price-making forces. By De- 
cember the size of the current crop becomes fairly certain, and this, 
plus the carryover, makes up the supply of raw cotton for the season. 
The next crop is also a factor on the supply side, but its influence on 
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the value of spot cotton is negligible at this time. During the winter 
months the price is therefore largely a result of adjustments of a 
known supply to the strength of demand. This adjustment may be 
made early in the period and is usually made before the close of the 
period. The statistics of most value in this period are those show- 
ing (1) December estimates of production, (2) the carryover, (3) 
_ business conditions, (4) mill takings, (5) mill consumption, (6) 
stocks of dry goods, (7) activity in the dry goods markets, and (8) 
exports of cotton and dry goods. : 

The coming of spring brings with it the “pitching” of the new 
crop and adds an uncertainty to the supply side, which has an in- 
fluence on the price of the old’as well as the new crop. The price 


by) 


THE BUSINESS CYCLE AND THE PRICE OF COTTON, QUARTERLY 


August, 1900 -July, 1915 
QUARTERLY CENTS 


INDEX PER 
POUND 
Middling Spot Cotton 
at New Orleans 

120 ve =a 1S 

Clearings Index £ ylyn47i 

i 6 of Business : y i 

Fy i 

ay A i i 

: I, I A 

! mn ! j 
| 10 f i-. i I 3 

: 14 ; 

. Puld 1 

y i i 

t | 

1 NN ; ! 
100 = ; tl 

i 

90 9 
80 7 


1900-0) 1905-06 1910-711 1914-15 


Fic. 7.—This chart shows the relation between cotton prices and an index of business 
activity based upon bank clearings. For clearings index, see Journal of the American 
Statistical Association, Vol. XIX, New Series No. 147, page 335, monthly index num- 
bers being averaged to obtain the quarterly index. The cotton prices are the official 
spot quotations of the New Orleans market, a three months’ average being taken 


during this period is influenced by several factors, such as existing 
stocks of cotton and of goods, exports, and prospective crop. The 
figures of most significance are stocks of raw cotton, rate of mill con- 
sumption, stocks of dry goods, exports of raw cotton, probable carry- 
over, prospective acreage, and weather and crop conditions. Re- 
ports of general preparation for planting, of planting progress, and 
of prevailing weather conditions are considered important toward 
the latter part of the period. 

Throughout the summer months the market is particularly respon- 
sive to all influences affecting the growing crop, for the disposition 
of the old crop has become fairly certain. Government reports of 
acreage and crop conditions are the most important single factors. 
Among the day-to-day influences nothing approaches weather re- 
ports in importance. Indeed it may be said in a very true sense that 
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in this period the weather makes the price, especially if stocks of 
raw cotton are low. 

The fall months present a very complex price-making situation, 
because of insufficiently accurate forecasts of supply and of the rate 
with which it will move to market. The figures of peculiar signifi- 
cance during this period are the prospective yield, the -ginnings, the 
movement of the crop into designated interior towns and into export, 
weather conditions as affecting both production and quality of the 
crop, and mill takings. Each period must be studied separately. 
Winter is used in the illustration (fig. 9) because it is the simplest. 
It will be noted that only two items of supply have been taken 
into account. The figures for supply, for example, could be refined 


PRICE MOVEMENT AND CHANGES IN SUPPLY 
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Fic. 8.—Winter prices refiect changes in supply. During this period, except in 1919, an 
increase in the supply, indicated by the December estimate of production plus the re 
ported carryover on August 1, was accompanied by a decrease in prices in December 
and January. The prices used in the preparation of this figure are in cents of equal 
purchasing power; that is, the average price of spot cotton in New Orleans for Decem- 
ber and January has been divided by the Bureau of Labor Statistics index number for 
all commodities, to adjust for changes in the general level of prices 


by deducting consumption and exports from July to December and 
giving some weight to world production. 

Figure 8 indicates the relation of the price movement to changes 
in supply. 

Short-time fiuctuations, the other price movement, is more or less 
irregular. The period covered by one of these movements, as well 
as its intensity, varies from time to time. This type of movement 
originates in or turns upon a wide range of causes or groups of 
causes, which may relate either to demand or to supply. The char- 
acter of any particular movement will be determined somewhat by 
the technical position of the traders in the market. Each of the four 
groups in the market tends to adjust itself to every anticipated price 
movement. 
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Suppose, for example, a severe storm 1s approaching the Cotton 
Belt in September, which threatens to damage open cotton and prob- 
ably to overflow important rivers. The short speculators may imme- 
diately try to cover their unprotected positions. In doing so, certain 
others must necessarily sell their long contracts, or go short. The 
long speculators may use the situation as a means of selling out to 
take their profit and thus prevent an advance, but ordinarily the 
price must advance to tempt sufficient sellers to supply the demand. 


If the event turns out to be of minor importance, the reaction from | 


the advance comes quickly, and those who bought long will sell out 
and drive the price back down to about where it started. If the 
event really causes loss and deterioration and influences the spinners 
to do an unusual amount of buying, the reaction, when it comes, will 
not depress the price to an amount equal to the rise. If the rains 
prove beneficial rather than destructive and the buyers of spot cotton 
are stimulated to sell a larger volume of hedges on the rise, the price 
may even decline below the original price. 

Sometimes these movements are much more pronounced and of 
longer duration than others. When the Government report was 
released on August 1, 1923, the market advanced about 200 points al- 
most immediately. It continued to advance rather steadily until the 
latter part of September, 1923, when weather conditions seemed to 
indicate an improvement in the crop, rumors of the closing of mills 
began to be heard, and other similar news indicated that the mill 
demand was falling off. The rise in the price, and the height of the 
picking season, stimulated a volume of sales that played an im- 
portant part in the reaction. On their books the speculators who 
had brought the price up had profits, but they had to sell in order 
to realize them. In their process of selling out to collect the profits 
they depressed the price in the latter part of September and the first 
part of October. 

This example illustrates another important point to be observed 
in analyzing the short-term movements. Prior to August 2 there had 
been a marked decline in the price of cotton, probably because of 
bear speculation. A reaction was about due as a result of the efforts 
of the bears to take profits. Thus, what would probably have been 
a temporary reaction was turned into a strong bull movement because 
of unfavorable crop conditions. 

A decline may be the result of profit taking on the part of long 
speculators, a movement of bear speculators selling for a decline, 
lack of interest on the part of mills and exporters, or to the pressure 
of a flood of hedges; and if it is a rise, it may be due to a movement 
of the bears to cover previous sales, a speculative bull movement, 
increased activity on the part of mill buyers, or the lack of offering 
of spot hedges in the market. 

It is sometimes asserted that the speculator takes off the peaks 
and fills up the troughs in cotton price movements. This may or 
may not be true. The spot interests on the supply side of the market 
try to place their spot hedges at the crests of these movements, for 
declines usually leave them a profit in the “basis.” The spot interests 
on the side of demand, the mill buyers, stay out of the market at 
such times and try to get in and make their purchases when the 
movement reaches the trough. The things, then, which are most lia- 
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ble to stop a bull movement in the short swing are the increased vol- 
ume of spots offered for hedging and the decline in purchases by 
mills. The bear raid is checked by the increasing volume of spinners’ 
purchases, and the lessening volume of merchants’ sales. There are, 
of course, exceptions to the principles laid down. The spinner often 
buys at the top of the market, and the merchant hedges at the bottom. 
The spinner is governed largely by the yarn and cloth buyers and the 
cotton merchant is governed partly by the sales of farmers until 
he gets the cotton in his possession. Some merchants advocate selling 
on a rising market, whereas many spinners make it a rule to buy on 
a declining market or on the first stages of a rising market. 

Figure 9 shows the short-term price movements in the New York 
market from January 30 to October 2, 1923. 
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Fic. 9.—The comparison here made is between a 49-day moving average of the middling 
spot price for each day in New York and the actual spot price for each day from 
January 30, 1923. to October 2, 1923, inclusive. In the computation of the 49-day 
moving average Sundays and holidays have, of course, been omitted. The swing of 
the actua! price around the average represents in a measure the short-term movements 


TRANSITION FROM OLD TO NEW CROP 


Interest in a new crop of cotton begins when sufficient facts are 
available to lay the basis for forecasting farmers’ intentions to plant. 
Thus, while contracts for delivery in October, which is the first ac- 
tive month in the new crop year, may be bought on the exchange be- 
ginning on the first day of the preceding November, according to 
rules of the exchanges, little interest is developed in such contracts 
until after the beginning of the calendar year. These early transac- 
tions are almost entirely speculative, though a spinner may occa- 
sionally have need of such a market. They are based essentially on 
the price of the present crop, though long-distance forecasts of de- 
mand based on anticipated general business conditions, and probable 
supply based largely on farmers’ intentions to plant as determined by 
prevailing prices, undoubtedly have some influence. 
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If prices are high in the winter and spring months, contracts for 
delivery in the following October will probably be at a discount. If 
prices are low and farmers discouraged, Octobers will probably sell 
for a premium over the old crop months. The amount of the 
premium is not usually more than the cost of carrying spot cotton 
from the old crop month, plus the cost of delivering it on October 
contracts. The amount of the discount has no such definite limits. 
On June 8, 1923, Octobers in New York had declined to 485 points 
below the average value of Middling spots in the 10 designated 
markets. ‘This caused widespread curtailment of mill consumption, 
which in turn caused stagnation in the raw cotton market. Before 
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lic. 10.—The price of cotton in the spring for delivery in October may be any amount 
below the value of spot cotton. A difference of as much as 10 or even 15 per cent is 
not uncommon, as in 1918, 1920, and 1924. The price of cotton in the spring for 
delivery on October may go above the price of spot cotton, as in 1921; but the differ- 
ence in price should be no greater than the cost of carrying spot cotton. The prices 
used are the official daily spot quotations and closing quotations for October contracts 
of the New Orleans Cotton Exchange : 


the end of July the price of spots had been brought down to about 
even with Octobers at about 21 cents. 

As the season advances into July, various figures become available 
as to crop conditions and acreage planted. If reports are such as to 
cause Octobers to sag, near months and spots may tend hkewise to 
sag if the carry over is normal. If Octobers are above spots and re- 
ports are bullish, near months and spots tend to rise. 

Figures 10 and 11 show the relationship between the price of spots 
and October futures on the last day of May and the last day of July 
of the years indicated. 

July is the last active month in the old crop year. It is, therefore, 
the last month in which the old crop can be safely hedged. Cotton 
hedged in July must be sold by then, delivered against contract, or 
the hedge switched to October. It is technically possible to switch 
the hedge to August or September, but since these months are at 
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best only partially active, there is usually little support for the 
weight of contract supply. Such a thing is, therefore, hazardous 
and is ordinarily not done. In either case, the price of Octobers is 
the governing factor, if there is prospect of a normal carryover of 
deliverable cotton. Thus, if Octobers were at a discount in May 
and are declining in July, unplaced spots in July must decline faster 
than futures, so that at the close of July spots will be little, if any, 
above October futures, and under certain conditions must be low 
enough to be hedged in October. If Octobers start higher than May 
spots and continue to rise through July, spots will follow at least to 
about the hedge transfer basis. 

After the last notice day in July, the remaining part of the old 
crop is transferred to the new crop year as carryover and with the 
new crop makes up the supply for the new year. Marketing inter- 
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Fig. 11.—Prices of spots and October futures were usually closer together on July 31 than 
on May 31. ‘The prices used are the official daily spot quotations and closing quotations 
for October contracts of the New Orleans Cotton Hxchange 


ests turn decidedly to the two months, October and December. Up 
to this time contracts for fall delivery have been bought and sold 
largely by speculative buyers and speculative sellers. 

In July and August a third group, the spinners, ordinarily become 
interested in the new crop from the standpoint of purchase. It is 
the time they begin to make contracts to supply spring goods. The 
market for the new crop is thus definitely broadened, especially 
under normal conditions of demand and supply. 

Spinners may hedge their commitments on the new crop prior to 
its harvest, in two ways. They may go into the market and buy 
future contracts to cover sales. They may buy specific grades from 
merchants for forward delivery on their call and proceed immedi- 
ately to fix the price. The price is the “on” or “ off” for the class 
of cotton and the parity plus the price of the hedge contract the 
merchant buys. 
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Mills do not always wait until they receive orders to begin buy- 
ing the new crop. ‘They may wish to be sure to get the quality of 
cotton desired, so they get in the market by buying for forward 
delivery on their call at a fixed premium on a named month for the 
elass delivered, the cotton to be shipped, say in October or December. 
But the privilege of calling the price may be given the seller under 
some circumstances. In either case there is no need for the buyer or 
the seller to enter immediately either the future or the spot market. 
If the merchant buys the cotton before the spinner has called it, he 
ordinarily sells a hedge against it. The cotton may be delivered to 
the mill and manufactured before the price is called if proper 
financial arrangements are made. ‘The mill wishes to call the price 
on the cotton when it sells the goods to be manufactured from it. 
It hopes to keep goods sold ahead of manufacture, but this is not 
always possible. 

The new crop of cotton begins to move in August. This adds 
the fourth and other factor in the market, the spot hedge sale, and 
the transition from the old to the new year is thus completed. 


INFLUENCE OF SPOTS ON PRICE IN FUTURES MARKETS 


The part of the price movement due to the action of any one of 
the four groups is difficult to measure separately. The influence 
most easily measured is the volume of spot cotton being put on the 
market. Almost all of that marketed through competitive channels 
is hedged. The merchant or shipper in the South who buys 100 
bales of cotton sells 100 bales of futures on one of the exchanges. 
If the spinners are not in the market, the speculative buyers are 
called upon to buy the hedges offered. Moreover, if the mills are 
not inclined to buy, speculative sellers may come into the market — 
with the hope of buying back their sales when the market has been | 
sold off to the point where it tempts mills to buy. The attitude of 
the trade on this point is illustrated by such a quotation as the 
following : 

In view of the failure of the market to hold its recent advance and the 
willingness of planters and factors in the South to sell cotton freely at present 
prices, it looks like bullish influence of the Government crop report were 
discounted. We think the market apt to sell off under the weight of the 
crop movement.” 

If the weather is good in the fall and the farmers are selling 
freely, it is generally believed in the trade that the volume of hedge 
selling required on the part of the merchants will temporarily drive 
the “basis” down, if not the price of futures. Few of the mills 
purchase their supply for the entire year during the harvest season. 
The volume of hedge sales, therefore, must sooner or later outweigh 
the purchases of hedges by mills. 

According to the trade, the fall dip or the weight of hedge selling 
may be absorbed in the spot market without being shown in the 
future price level and is called a weakening of the basis. In Sep- 
tember, 1923, for example, Middling spots were being bought from 
the farmers at even with December New York. By the latter part 
of October the same cotton was being bought at from 75 to 100 off 


%° Pearsall’s Market Bulletin No. 6, Aug. 30, 1923. 
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December. In the late winter the basis was the highest of the 
cotton year. The future price in 1923-24 would indicate that there 
was no fall dip caused by hedging. 

Figure 12 shows the fluctuations of the “ basis” for the six-month 
period ended January 2, 1925. 

It is not only impossible to tell how much of the buying and sell- 
ing in the future market is due to speculation, but it is impossible to 
tell how the purchase and sale of spots are being handled. A mill 
may have bought cotton from a merchant on “basis” and fixed the 
price immediately. On the other hand, these “ basis” contracts may 
be permitted to accumulate in large volume. When the price is 
called, the purchasing of hedges by merchants, which they sold as a 
protection, may drive futures up materially. , 


PRICE OF MIDDLING SPOT COTTON f.0.b. DALLAS 
TERRITORY AND OF NEW YORK FUTURES 
Weekly, July 3, 1924 — Jan. 2, 1925 
Sana er a ee Seer aa 
30 L 5 | | 
| , ‘sy wo” (Spots £0.6. Dallas Territory 


29 


28 


727/ 


26 


25 
24 


23 


22 


2| 
: See Onc See cue OR ee OLeOn Se OLa 2s Olea como ce ISG Zon 20 Oe iG23e30 


July Aug. Sept. Oct. Nov. Dec. Jan. 


Fic. 12.—During the last half of 1924 the basis at Dallas fluctuated from 365 points on 
New York to 190 points off. Merchants in the Southwest had sold more nhew crop 
cotton for July and August shipment than was readily available because of the lateness 
of the crop. Spot cotton sold at a considerable premium over futures until the insist- 
ent demand had been satisfied. Prices used in the preparation of this graph are official 
quotations of Friday of each week. New York futures are those for deiivery in nearest 
active month on that exchange 


STRADDLE PARITIES 


Prices in different futures markets may become such that a trader 
can buy in one and immediately sell in the other at a profit through 
the subsequent adjustment of the parities. The markets at such 
times are said to be out of line. Before the World War, the normal 
difference or parity between Liverpool and New York was about 100 
American points in favor of Liverpool. Liverpool is higher than 
New York because the flow of American cotton is from American 
markets to European markets. The difference is due to such items 
as freight, rates of exchange, insurance, and labor. If the price dif- 
ference between the markets widens or narrows appreciably without 
apparent changes in costs, a dealer on one of the exchanges will sell 
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the high market and buy the low. When the normal relationship 
is restored, he buys his contract sold in the high market and sells the 
one bought in the low. Such a transaction is known in the trade 
asastraddle. Likewise, New Orleans may get out of line with New 
York or Liverpool, and be brought back by a similar purchase and 
sale. There are firms which tend to make a specialty of the straddle 
business. 

On account of difference in time, Liverpool opens about five hours 
earlier than New York. If the Liverpool market advances, say 10 
“penny” points, equal to about 20 American points, New York is 
said to be due to open 20 points higher. Liverpool closes about one 
hour after New York opens. For the remainder of the day Liver- 
pool is closed and any change in the New York market is inde- 
pendent of Liverpool. If the market goes down 20 points, Liverpool 
is said to be due down 20 American or 10 Liverpool points. 

This type of parity difference can not be corrected by a straddle, 
without the straddle being short or long, as the case may be, from 
the time one market closes until the other opens. Even then there 
is little chance, for the first sale may be at an advance or a decline 
to more than meet the required change, and the would-be straddler 
may incur a double loss. If the difference persisted until New York 
opened, a straddle would be possible, though ordinarily New York 
would be bought by one party and Liverpool sold by another.* 


TABLE 15.—Prices of cotton at New York and Liverpool at different times of the 
day, illustrating the “ straddle parities,’ September, 1924 


Liverpool and 


Liver- New York at 
Liver es New N se sree N 
: z ew York time ew 
Date pool previous} York York 
opening He. New. opening |= + ee | CLOSE) 
ork : 
opening Liver- New 


. pool York 


Prices shown are the quotations as reported by the New York Cotton Exchange and the Liverpool Cotton 
Association for the dates indicated. Conversions of Liverpool prices made at daily rate of exchange as fur- 
nished by the Federal Reserve Board. 


31 For a discussion of straddle parities, see U. S. Dept. Agr. Service and Regulatory 
Announcements No. 9. 
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The result aimed at by the straddle may be accomplished by the 
moving of their hedges by the spot interests. An exporter who has 
cotton hedged in New York will transfer it to Liverpool, if it 
becomes high. His purchase of New York and sale of Liverpool 
raises the former and lowers the latter. 


STRADDLE BETWEEN DIFFERENT DELIVERY MONTHS 


Prices are quoted on contracts for delivery in each of the next 
following 11 months. The price is different for each month and the 
difference is variable, because each month is subject to slightly 
different sets of circumstances. If the speculator thinks the price 
of contracts for delivery in ene month is too low .compared with 
‘another, he sells the high and buys the low. If he thinks prices 
are too narrow he buys the high and sells the low. 

Spot interests also tend to keep price movements for different 
months in line. A mill buyer may have bought December contracts 
in October, say at 25.10 cents, to cover an order for goods to be de- 
_livered in the spring. Befcre he buys the spet cotton to fill the 
order, he may find that December contracts have gone up 500 points, 
while March contracts have advanced only 400 points. He may 
thus sell his Decembers and buy Marches and make a profit. Thus, 
the spinners and merchants watch every opportunity to move their 
hedges forward or backward to improve their positions in the mar- 
ket. The speculators and the spot interests do a great deal of this 
lind of buying and selling, so that this type of transaction accounts 
for much of the buying and selling of future contracts on the 
exchanges. 

COST OF PRODUCTION 


Cost of production is one factor in determining the price of the 
supply on the market. It influences price through its anticipated 
effects on future supplies. Speculators tend somewhat to calculate 
the investment value of cotton on the relation of price to cost of 
production. Cost of production may also affect present supply by 
limiting the quantity harvested.*? Yield is a factor affecting cost 
of production, but it is not so important with cotton as with some 
other commodities, because the big element in cost is picking; and 
picking costs vary directly and not inversely with supply. 


CONVERSION OF PRICE OF SPOTS INTO PRICE OF FUTURES 


THE TWO CONTRACTS | 


The price-making forces in the futures market operate somewhat 
differently from those in the spot markets. The transferability of 
the contract in the futures market makes it extremely liquid and 
prices adjust quickly to changing conditions. Spot-cotton prices are 
more subject to immediate conditions. The contracts are specific and 
not so easily transferred. The processes of settling forward de- 
livery spot contracts may force spots out of line with futures in a 
rapidly moving market. 


*° For a more detailed discussion see Cox, A. B., “COST OF PRODUCTION AND ITS RELA- 
TION TO PRICE.” Cir. No. 267, Tex. A. and M’.. College. 
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The purpose of the passage of the cotton futures act in 1914 was, | 
essentially, to make the price of contracts for future delivery regis- | 
ter the true price level of cotton, and during the current month to | 
make sure, accurate, and prompt, the liquidation of futures con- — 
tracts with spot cotton. This section of the bulletin deals with the 
important problems involved in arriving at correct conversion ratios. 

Provided the costs of receiving cotton are the same, the contract 
under normal conditions should be as valuable as spot cotton of the 
basis grade where several grades may be tendered against one con- 
tract. It is not enough merely to specify that certain grades must 
be accepted in fulfillment of contracts. Settlement must be made 
promptly at maturity. The obligation and privileges of buyer and | 
seller must be specific. Expense of delivery must be reduced to a | 
minimum. ‘The inspection service and the classification of the cot- 
ton must be correct beyond reasonable question. 

The futures contract is a one-class contract for price quotation 
purposes, but provides that, where settlement is made by the de- 
livery of spot cotton, any one or more of the grades specified as de- 
liverable may be tendered, provided the rules are followed in making 
price adjustments for grades above and below Middling, the basis 
grade. ‘The seller does not agree to deliver a specific grade in the set- 
tlement of a future contract, as the risk would be too great. ‘The large 
volume of contracts being sold would give every inducement to the 
speculator to corner the market for contracts of a particular grade. 


CONVERSION OF SPOTS INTO “ CONTRACT CLASS ” EQUIVALENT 


Since specific grade contracts have so far proven impractical in 
the sale of futures, one of the first problems to solve in devising an 
equitable contract, one that will maintain the proper parity between 
spots and futures, has been to discover a satisfactory way of arriving 
at the correct value of the various classes of spot cotton in terms of 
the basis grade. These adjustments are now made by means of price 
differentials established by commercial values. 

As previously shown, the class of cotton is made up of four ele- 
ments: Grade, color, staple, and character. Therefore, to carry 
out the idea perfectly, the difterentials, the “ons” and “ offs,” should 
include correct values for all four of these factors. At present, price 
differentials are quoted officially for grade and color for the classes 
deliverable on contracts. 

The universal standards for grades and colors of American upland 
cotton for which practical forms or copies are prepared and sold by 
the department are the following: 

No. 1 or middling fair. 

No. 2 or Strict Good Middling. 

No. 8 or Good Middling. 

No. 4 or Strict Middling. 
No. 5 or Middling. 
No. 6 or Strict Low Middling. 
No. 7 or Low Middling. 


No. 8 or Strict Good Ordinary. 
No. 9 or Good Ordinary. 


No. 3 Tinged, or Good Middling Yellow Tinged. 

No. 4 Tinged, or Strict Middling Yellow Tinged. 

No. 5 Tinged, or Middling Yellow Tinged. 

No. 6 Tinged, or Strict Low Middling Yellow Tinged. 
No. 7 Tinged, or Low Middling Yellow Tinged. 
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No. 3 Stained, or Good Middling Yellow Stained. 
No. 4 Stained, or Strict Middling Yellow Stained. 
No. 5 Stained, or Middling Yellow Stained. 


No. 3 Blue Stained, or Good Middling Blue Stained. 


No. 4 Blue Stained, or Strict Middling Blue Stained. 
No. 5 Blue Stained, or Middling Blue Stained. 


In addition to these there are the following 12 descriptive grades 
for which no practical forms are prepared: 
No. 3 Gray, or Good Middling Gray. 


No. 4 Gray, or Strict Middling Gray. 

No. 5 Gray, or Middling Gray. 

No. 3 Spotted, or Good Middling Spotted. 

No. 4 Spotted, or Strict Middling Spotted. 

No. 5 Spotted, or Middling Spotted. 

No. 6 Spotted, or Strict Low Middling Spotted. 
No. 7 Spotted, or Low Middling Spotted. 


No. 2 Tinged, or Strict Good Middling Yellow Tinged. . 


No. 3 Light Stained, or Good Middling Light Yellow Stained. 

No. 4 Light Stained, or Strict Middling Light Yellow Stained. 

No. 5 Light Stained, or Middling Light Yellow Stained. 

Figure 13 shows in graphic form the general plan of standardiza- 
tion. 


GRADES AND COLORS. OF THE UNIVERSAL STANDARDS 
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Symbols in heavy type denote grades and colors for which practical forms of 
the official cotton standards are prepared. For the grades indicated by symbols in 
italics no practical forms will be furnished. Gray cotton is between the White and 
the Blue Stained in color, Spotted between the White and the Yellow Tinged, and 
Light Stained between Yellow Tinged and Yellow Stained. The grades shown above 
the heavy hoizontal line are those which at this time (1926) are deliverable on 
future contracts made in accordance with section 5 of the United States cotton 
futures act. Those below the line are at this time untenderable on such contracts. 


Fig. 18.—Grades and colors of the universal standards for American upland cotton 
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The grades above the heavy line on Figure 13 are deliverable on 
future contracts under the United States cotton futures act, and 
those below are not. No cotton is deliverable, however, unless it is at 
least seven-eighths inch in staple length. Whether more grades 
should be made deliverable and differentials included for staple 
length and character will be discussed later. Differentials are pub- 

lished by the United States Department of Agriculture for the other 
- grades and colors and for the staple lengths when obtainable. No 
attempt has been made to quote differences for character. 

Official standards have been established for American Egyptian 
cotton in five numerical grades numbered from 1 to 5, inclusive, and 
for various lengths of staple in. American upland and American 
Egyptian cotton. By order of March 3, 1926, effective August 1, 
1927, standards were promulgated for extra white cotton such as 
that grown in the southwest section of the United States. 


METHODS ‘OF ESTABLISHING COMMERCIAL DIFFERENCES 


A system of commercial differences is now used in establishing dif- 
ferentials for value of different grades and colors of cotton deliver- 
able on futures contracts. ‘The method of application of the system 
is prescribed by the United States cotton futures act and the method 
in New York is different from that in New Orleans. The New York 
method employs what are known as average commercial differences. 
The number of spot sales of the various grades in the New York 
market were deemed insufficient for purposes of arriving at the true 
market values of different grades from day to day, and in order to 
put the market upon a system of commercial differences the cotton 
futures act provides for taking the average of the differences in 
certain southern spot markets designated by the Secretary of Agri- 
culture. The differences in these spot markets are made by a price 
quotation committee in each exchange. It is contemplated that the 
committees will make up their differences on the basis of actual sales, 
bids, and offers in the respective markets. 

A sale of every deliverable grade does not occur each day, and 
several days may pass without a sale, a bid, or an offer of a particu- 
lar grade in a given market. Under such circumstances the commit- 
tee faces the responsibility of quoting an arbitrarily fixed difference, 
or leaving the quotation for a grade without a sale unchanged. If 
the committee does the latter it may become greatly out of line with 
other designated markets. Where spot sales are not sufficient to 
establish differences in one of these markets, the rules promulgated 
by.the Secretary of Agriculture under the authority of the cotton 
futures act for establishing such differences are as follows: 

Sec. 6. PARAGRAPH 1. If on such given day there shall have been in such 
market both a sale of any higher grade and.a sale of any lower grade, the 
average of the declines, or advances, or decline and advance, as the case may 
be, of the next higher grade and the next lower grade so sold shall be deducted 
from, or added to, as the case may be, the value,-on the last preceding business 
aes oe -grade the value of -which on sueh given day -is sought -to -be -ascer- 
CH IVATD Rommara ws papirieyy PAR ar: sytainor. : 

Par. 2. If on such given day there shall have been in such market a sale of 
either a higher or a lower grade, but not sales of both, the decline or advance 
of the next higher or the next lower grade so sold shall be deducted from, or 


added to, as the case may be, the value on the last preceding business day of 
the grade the value of which on such given day is sought to be ascertained. 


a eT 
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Par. 8. If on such given day there shall have been in such market no sale 
of spot cotton of any grade, the value of each grade shall be deemed to be 
the same as its value therein on the last preceding business day, unless in the 
meantime there shall have been bona fide bids and offers, or sales of hedged 
eotton, or other sales of cotton, or changes in prices of future contracts made 
subject to the act, which in the usual course of business would clearly establish 


a rise or fall in the value of spot cotton in such market, in which case such 


rise or fall may be calculated and added to or deducted from the value on the 
preceding business day of cotton of all grades affected thereby.” 

Each of the designated markets can not be expected to quote the 
same differences at all times, for they are widely separated, and 
supply and demand conditions in the different markets do not per- 
mit it. Rains and other unfavorable circumstances may suddenly 
cause an excess of low grades in one part of the Cotton Belt while in 
another the low grades may be scarce. Point of origin is an impor- 
tant index of character of cotton, and buyers frequently specify 
point of shipment. If the cotton is for export, the port is desig- 
nated partly as an index of character and partly because it is neces- 
sary to engage freight room ahead. Thus, if merchants in a region 
sell forward very little low-grade cotton and the weather subse- 
quently is such that these qualities are produced in abundance, the 
discounts are wide on low grades. If many sales of high grades 
have been made for forward shipment, merchants compete for them 
to fill orders and force high premiums at the same time that dis- 
counts for low grades increase. If there is an unusually high-grade 
crop in the territory of a market, the grades above Middling tend 
to lose their premiums and the lower grades to lose their discounts. 

If a designated market should continue for very long to fail to 
reflect the value of spot cotton in its quotations, the Secretary of 
Agriculture may undesignate it. The law gives the Secretary the 
right also to compel those dealing in any market in the United 
States to turn over their books showing their purchases and sales, 
to assist him in determining whether the quotations represent the 
true commercial differences. 

The differences which apply in the settlement of contracts in New 
Orleans are quoted by the quotation committee of the exchange. 
They are based on transactions and offers to buy and to sell in that 
market alone. This method is simple and inexpensive but it has 
its hmitations in actual practice. Even in the New Orleans market 
the sales are not always sufficiently numerous to furnish a satisfac- 
tory basis fer establishing differences. 

The problem of arriving at true commercial differences for the 
various grades is made more difficult by the methods of trading in 
spot cotton. Much cotton is bought and sold on types which do not 
correspond to the standards. Sales may be for immediate or for- 
ward delivery. If for forward delivery, the differences agreed upon 
will probably be different from what they would be if immediate 
delivery were called for. The transaction may be in terms of an 
average price for gin-run cotton. The trade may be in terms of 
bale units or of even-running lots of 100 bales. In the fall, most 
of the transactions are purchases from farmers or local buyers, often 


33U. S. Dept. of Agr. Service and Regulatory Announcement No. 91 (Agr. Economics), 
Baa ations of the Secretary of Agriculture under the United States cotton futures act, 
p. 19. ; 


~ 
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in unclassed lots. In the winter and spring these are small. The 
bulk of transactions in winter and spring are sales of even-running 
cotton by merchants to mills. | 

The following resolutions adopted by representatives of 10 spot-— 
cotton markets, to obtain correct differences, show the typical ma- || 
chinery used to collect differences and the plan for obtaining the | 
necessary tacts: | 


(1) Resolved, That the responsibility for quoting different grades to Wash- | 
ingtcen rests with the quotation committee. | 
(2) Its composition—Committee of five composed of two buyers and two | 
sellers, appointed by the president for two months, one buyer and one seller | 
to be replaced every 30 days; also a chairman, appointed by the president, | 
who shall serve for 30 days and be alternately a buyer and a seller. 

New Orleans reserves its present system. 

(3) Method of obtaining facts—Buyers and sellers report daily to super- © 
intendent of exchange all purchases and sales with prices of each grade. | 
If purchase or sale is of average grade buyer and seller must report to the 
best of his knowledge and belief the value of each grade. This information 
furnished the superintendent is strictly confidential and his duty shall be > 
to report to the quotation committee an average price of various grades | 
bought and sold, also the total number of bales traded in. The committee | 
shail have the discretion to decide whether the total transactions are too | 
small to base quotations on and they shall also have the power, if the quota- | 
tions seem to be at variance with the actual transactions, to demand from the | 
superintendent that he furnish them with a list of the transactions from which | 
his figures were derived. If the transactions are so small as to make, in the | 
opinion of the committee, a purely nominal market, the committee shall | 
request the superintendent to secure bid and ask price on each grade from the | 
various buyers and sellers, and the superintendent shall figure the average | 
price of each grade from the average bid and ask price on 50 bales or more. | 
It is understood that when any sales of spot cotton are made and such, in. 
the opinion of the spot committee, are made for the purpose of influencing | 
(if possible) the spot quotations; or, any sales which do not represent true | 
market value—then such sales are not to be considered by the Committee | 
in making spot quotations. | 

When a basis trade is made the buyer and seller must agree, for the | 
purpose of getting the average quotations only, upon the approximate amount | 
of each grade to be contained in the same. | 


In addition, an official of the Bureau of Agriculture Economics | 
visits the spot markets from time to time for the purpose of check- 
ing the reported differences, to see that they are the true and actual | 
differences obtaining in bona fide transactions. ) | 

Figure 14 shows the differences for grade and color in the New Or- | 
leans market from September 1, 1923 to January 1, 1924. 

These systems of arriving at differences have not been entirely | 
satisfactory, but they are subject to improvement and no othersystem | 
gives promise of being more satisfactory. The difficulties lie chiefly | 
in administration. The problems of arriving at true commercial | 
differences for different grades increase greatly as the number and _ 
size of transactions decrease. Cotton with extreme qualities, whether | 
of grade, color, staple length, or character, tends to be a specialty. | 
An attempt to quote commercial differences for such classes for de- 
livery on future contracts would tend to depress the value of such | 
contracts whether they were overvalued or undervalued. The very | 
fact that they were deliverable would increase the buyers’ risks. If 
they were overvalued the price of contracts would be lowered ac-_ 
cordingly. To prevent the misalignment of spots and futures, it | 
is necessary to have only those grades deliverable which are readily | 
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Fic. 14.—Changes in the differences for grade and color occur from time to time and are 
sometimes striking. The risks incidental to these changes in relative values are borne 
by the dealers in “spot cotton. The differences are shown in points, or hundredths of 
a cent, above or below the price of Middling 
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merchantable and for which correct differences can most nearly be 
obtained. 

The system of commercial differences as provided for under the 
cotton futures act, which has always been used by New Orleans, 
forces the risk due to changes in relative value of different grades 
on the dealers in spot cotton rather than on the dealers in contracts 
for future delivery. Thus the cotton merchant who buys Low Mid- 
dling in September at 50 “off,” which is the commercial difference 
at that time, and hedges it in December, may find it 500 “ off” at 
the time of delivery. On the other hand, should the merchant sell 
a mill Low Middhng at 50 “off” and buy a contract to cover on 
that basis, and the difference widens to 500, he may make an extra 
profit of 450 points either in the resale of his futures or in the pur- 
chase of the spot cotton. Trading in grades better than Middling 
present similar problems. 

A system of fixed differences was used in the settlement of New 
York contracts prior to the enactment of the cotton futures act. The 
differences were, in fact, forecasted commercial differences which 
were to apply for a stated length of time. They were made in Sep- 
tember to apply to the settlement of contracts until November, when 
it was thought that the grade of the crop was fairly well established. 
At that time the differences were fixed to apply until the next Sep- 
tember. The system was devised to avoid the mistakes and difficul- 
ties of changing differences each day. Theoretically it had a number 
of advantages. It was an attempt to throw the risk of changes in 
the value of different grades on the speculator. A buyer of spot 
cotton who hedges it within the prevailing difference period had as 
near a perfect hedge as is possible to obtain. If he bought low grades 
in September at, say, 50 “off,” and rains in October drove the com- 
mercial difference to 100 “ off,” he would not lose the 50 points on 
the low grades, as is the case under the present system, because he 
could deliver them against contract. This method of fixing dif- 
ferences tended to force the delivery on contract of cotton for which 
there was no commercial demand; for the overpriced grades would 
tend to be delivered against contracts. 

Fixed differences were legislated out of existence in the United 
States in 1914, because of their effect on the price-making function 
of the exchange. The least-desired cotton deliverable in the market 
tended to set the price of contracts. If there was an active demand, 
spots would not be depressed to the same extent as futures, but de- 
mand was not always brisk. The great majority of buyers, and 
especially farmers, were unable to understand the complicated price 
relationship, and thus were unable to make proper allowance for 
depression due to the overvaluation of certain deliverable grades. 
This multiplied the chances of buying cotton for less than its true 
value. 

The extent of the influence of fixed difference on the price of spot 
cotton depended on general market conditions and the nature of the 
spot contract. Spot cotton for immediate delivery or at a fixed 
price for forward delivery was likely to sell for about its commercial 
value. On the other hand, if a merchant sold for forward delivery 
based on some future month, and protected himself by buying a 
future contract as a protection until he could buy the cotton, he had 
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to have a wider margin; for before he bought the cotton the contract 
might be depreciated because certain grades became overvalued. On 
the other hand, the merchant who carried a stock of hedged cotton 
through the period of depreciation of the contract would make a net 
profit in buying back his hedges. This discouraged forward sales 
and tended to throw the full weight of the crop on the market during 
the harvest season and to shift risks of difference changes on the 
farmer. 

The effect of fixed differences on farmers’ prices depended on the 
season and general market conditions. The worst kind of condition 
prevailed when differences were made rather narrow and weather 
conditions subsequently made commercial differences very wide, and 
in addition the mill demand for cotton was very weak and most of 
the cotton had to be hedged and carried by merchants. The future 
price was depressed because of the low grades. The merchant 
wished to buy his cotton on a deliverable basis, so the price he paid 
the farmer tended to be pulled down with the value of contracts. To 
the extent that he bought high grades above the fixed differences, the 
merchant took the risk. It was a definite risk, however, based on his 
estimate of commercial values, and to some this was more welcome 
than the unknown risks involved in the changes incident to the sys- 
tem of commercial differences now in use. 

A set of differences based essentially on spinning values has been 
proposed. The advocates of this plan believe it possible through 
scientific spinning tests to establish differences once for all and thus 
to eliminate a most vexing problem. Grades are sometimes blended 
to make intermediate grades, but the range of substitution 1s very 
narrow. There is no questioning the fact that spinning values have 
a place in establishing commercial values, but the percentage of yarn 
turned out is only one factor in determining value. The others vary 
from mill to mill and from time to time, depending on a variety of 
factors. The layout of machinery, the placing and training of the 
laborers, the establishment of branded goods, and other influences are 
price-making factors independent of yarn outturn, and are governed 
by policies partially independent of the laws of supply and demand 
for individual grades. 


RISKS IN PRICE INSURANCE 


Three risks are involved in cotton price insurance. One is the 
risk due to changes in the price level, another is the risk due to 
changes in the relative value of different classes of cotton, and the 
third is the risk due to the change in the “basis” or parity between 
spots and futures. No relationship between spots and futures has 
yet been devised whereby the three may be written into one con- 
tract and shifted to the speculators dealing in contracts for future 
delivery. In so far as the risks of general price changes are con- 
cerned, they may be shifted whether it be under a system of fixed or 
commercial differences. 

No way has yet been devised to carry the risk of changing differ- 
ences in the same contract which carries changes in the general price 
level. The system of fixed differences was an attempt to do it, but 
those differences got out of line with commercial differences and, to 
the extent that they did, the merchant was subject to loss. Under 
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some conditions he was able to shift part of it to the growers by safe 
buying; and under others to mills, where they were extremely anxious 
for cotton; and under others, to speculative buyers of contracts. In the 
case of commercial differences there is no attempt on the part of the 
speculator to assume risks of changes in the differentials for grade. 

The basis of parity risk is a merchant’s risk and no way has been 
devised to insure against it. The system of forward delivery sales 
on call and the fluctuations in the size of the crop are the factors most 
important in determining the parity risks. 


THE BASIS 


In cotton-marketing literature the expressions “on” and “off” do 
not always refer to differences in value for grade and staple. A mill, 
for example, may buy Middling %-inch cotton 100 points “on” 
December in December for delivery in December. This difference 
between the price of spots and of futures evidently does not refer to 
“on” for grade and staple, for the grade is Middling and there is no 
premium for 7%-inch staple. Although such a difference is expressed 
in terms of “ons” and “ offs,” it is referred to at the present time by 
the trade as the “basis.” The word when used in this sense means 
the price relationship between the named class in a named or im- 
plied market and the price of contracts for delivery in the active 
month of a named future market. The “basis” on Strict Middling 
114 inches may be quoted as 500 on New York landed New England 
points. 

“ Basis” is a comparatively new word in cotton-marketing litera- 
ture, and is rather loosely used. In fact, it is used in three different 
senses or, more commonly, it combines three different meanings: (1) 
It may refer to the widening or narrowing of the differences “on” 
and “off” on one or more of the qualities determining class. (2) 
Tt may be used to designate the relative values of spots and futures 
or what is more correctly called the “parity ” between spots and 
futures. (5) It may be used in its original sense, to designate the 
settlement grade in a future contract, the grade from which the 
“ons” and “offs” are reckoned. The future contract in the United 
States has been so thoroughly standardized on Middling White short 
cotton that it is known as “the basis Middling contract,” and it is 
oiten not necessary to use the word “basis” except to distinguish the 
future from a spot sale. 

The significance of differences, “on” and “ off,” for grade, color, 
and staple length, in price making has, it is hoped, been sufficiently 
explained. The use of “ basis,’ meaning the settlement grade, is so 
well understood that it needs no further elaboration here. The re- 
maining problem, then, is to explain “ basis ” when used in the sense 
of parity between spots and futures. 

Parity means the difference between any two prices. The differ- 
ence between spot prices and active month futures is the “basis.” It 
is generally known in the trade that at times spots are worth more 
than futures, sometimes they are even, and at other times futures 
may be higher than spots. The purpose of the following discussion 
is to explain the changes in the basis—that is to say, the changes in 
parity between spots and futures. The parity is determined by 


COTTON PRICES AND MARKETS TH 


demand and supply conditions in the futures market on one side and 
in the spot market on the other. 

Spots are likely to sell at a premium in a period when the carry- 
over is smail and the crop short, on the one side, and when there is a 
| brisk mill demand on the other. That condition was well illustrated 
on September 15, 1923, when New Orleans October futures were 
| quoted at 27.12 and spots at 27.50 in the same market. This condi- 
tion may be forced because the merchants sell for forward delivery 
at specified dates specific grades in large quantities and the crop 
turns out to be shorter than expected, or for any reason moves to 
market slowly. 


CURRENT OR NEAR MONTH FUTURES MAY BE HIGHER THAN DISTANT MONTHS 


Future contracts for delivery in different months have different 
_ prices at any given time. When the distant months are at a dis- 
count, the problems of the cotton merchant become more difficult, 
especially if he has sold on call or is accumulating a stock of hedged 
cotton. Spot prices are based on the near month and the merchant 
doing this kind of business must hedge in a distant month or run the 
risk of taking his hedge out of the near month as it matures and 
transferring 1t forward. The latter method may involve more loss 
than the former. 

A large part of the cotton crop has to be carried for several 
months after harvest. It is contended that because of this fact the 
distant months should normally be at a premium to pay the neces- 
sary carrying charges. ! 

Several reasons are advanced in explanation of the frequent occur- 
rence of discounts on the distant months: (1) A current short crop 
is most often stressed, because it causes a scramble for cotton by 
those who have sold for forward shipment. Each is ignorant of 
how much others seli, so together they may oversell the supply. 
Covering of these short sales raises the price abnormally on near 
_ positions, thus leaving distant months relatively lower. (2) The 
manner of placing the hedge has an important influence. The 
spinners are inclined to operate on a hand-to-mouth policy in fixing 
_ the price on raw cotton, especially if the advance in the price has 
been strong. On the other hand, they may buy heavily of call cotton 
on basis, to be sure to get the cotton they wish. Much of the cotton 
bought on call is-hedged in a distant month. Thus, while there is a 
strong demand for spot cotton by merchants in anticipation of 
future needs, the weight of the crop in hedges may be placed in the 
forward months rather than against the immediate demand. (3) 
These discounts in the distant months may be due partly to uncer- 
tain business conditions. (4) A declining price level may cause such 
discounts. (5) In the spring months, following a high-price crop, 
the prospects of the new crop may have an important influence in 
causing discounts in the later months of the year. 

Figure 15 shows the average price of New York cotton futures 
quoted in December for delivery in December and in May, for the 
crop years 1915-16 to 1923-24. 

In passing out of the boom period resulting from the World War, 
when prices reached a high level, the futures market tended to stay 
well under spots. On August 7, 1920, August spots were quoted at 
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36.75 for Middling at New Orleans and August futures at 32.40. 
At the same time contracts for delivery in May of 1921 were quoted 
at 28.50. On September 17, 1920, New Orleans spots were quoted 


at 28.00, and September futures at 27.51. On October 8, 1920, New 


Orleans spots were quoted at 22.25, and October futures were 22.00. 
If spots are sold higher than usual in relation to futures the basis 
is said to be high; if they are Pa for less, the basis is low or weak. 

Merchants want a “ weak” or “ easy ” basis in the fall when they 
are buying and hedging their cottot After their cotton is bought, 
any strengthening of the basis means a profit. The basis or parity 


usually “improves,” that is, goes higher on a declining market. A | 


AVERAGE MONTHLY PRICES OF NEW YORK COTTON FUTURES 
QUOTED.IN DECEMBER FOR DELIVERY IN THAT 
MONTH AND IN THE FOLLOWING MAY 
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Wie, 15.—This chart shows the discount of distant months as compared with the near 
active month. Current futures may be higher than those of distant months in spite 
of carrying costs. The prices indicated are the averages of the official daily closing 
quotations of the New York Cotton Exchange for each business day in December on 
contracts for delivery in that month and in the following May 


merchant carrying a large stock of hedged cotton profits by such | 


declines in the price. 

The relationship between the average monthly price of Middling 
spot cotton in 10 designated markets and New York futures for the 
next active month is shown in Figure 16. 

The price of spot cotton may be below futures. The two main 
reasons are the cost of carrying the actual cotton as compared with 
a contract and the price risk of doing so. (Sometimes the current 
month futures will be higher than spots in the central markets be- 
cause of a squeeze. Such abnormal conditions are not taken into 
account here. The price risk lies in the changes in differentials 
between Middling and other classes. Spots are normally lower 
than futures when there are heavy sales of spots for which there 


is no immediate commercial demand and the cotton has to be | 


hedged and carried by the buyers. Moreover, under such conditions 


ee 
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there are usually premiums for the distant months. In October, 1911, 
for example, cotton for future delivery in New Orleans was quoted 
as follows: December, 9.38; January, 9.89; March, 9.50; May, 9.64; 
and July, 9.71. There is no economic reason why spot cotton of 
deliverable grade and quality should be lower than futures to the 
extent of more than the cost of carrying the cotton to the delivery 
month, cost of delivering it, and in addition, the possible losses which 
might occur because of changes in the grade differences. 


MOVEMENT OF SPOT PRICES AND NEW YORK FUTURES PRICES 


CENTS Monthly, Aug.,1920 - July, 1924 
PER | 
POUND cE 
34 4 New York Futures ——» Of 
Spots 
Ne ee 
30 =] 
Lt i * J Fue 
28 iN — NAY ‘ 
26 vit} 
UNG 
ie = 
20 ’ 
18 en: = ee lee 
16 s 
ey 
14 Bae 


Fic. 16.—The reiation between the prices of spot cotton and future contracts is constantly 
changing, as illustrated by the movement of average monthly prices of Middling in 10 
designated spot markets from August, 1920, to July, 1924, and the corresponding 
prices of New York futures for the nearest active month 


THE SQUEEZE 


Occasionally futures or spots are forced out of line to an ab- 
normal degree in the current month, as a result of what is known 
as a squeeze. In any current month there are speculators who have 
sold short and others who have bought long. In addition, there 
may be cotton merchants who are long on spots and short of con- 
tracts as hedges. There may be some spinners who have bought 
long to cover sales of goods, but ordinarily very few permit them- 
selves to get into such a position, because they can not afford to take 
delivery against contracts to fill their mill requirements. What 
happens, therefore, depends largely upon who the traders are and 
what technical position they occupy. The longs may ask for de- 
livery on their contracts, and probably will if there is little cotton 
available and there is a broad outlet for spots. Such a demand may 
force the shorts to settle at substantial premiums. The shippers of 
unsold cotton in the South may be caught in the squeeze and forced 
to pay a heavy penalty in taking their hedges out of the current 
month and placing them in a distant one. 

Corners are similar to squeezes except that they are conducted on 
a larger scale and are more intense. That is, a corner is a squeeze 
in every position; or conversely, a squeeze is a corner in one month. 
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The supply of certificated cotton in the futures markets has an 
important bearing on the relation of the price of futures and the 
price of spots in the big spot markets. When the stock of certifi- 
cated cotton is low, the price of current futures tends to be higher 
than spots; and if the stock is heavy, futures may be lower. 


Taste 16.—Certificated stocks of cotton, the price of contracts for future de- 
livery, and the price of spots, by months, July, 1923—September, 1924 


Certificated stocks 


Price of cotton for 
as of the first of F Average 
the month future delivery price ee 
Year and month Middling 
a | a spot 
New New New New cotton 


York Orleans York Orleans 


Cents per | Cents per | Cents per 
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NTIS US a age en ie oh ipa gene ae GIR TI EEN Abn ad ret 78, 387 13, 896 26. 52 25. 73 27.16 
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Figures for the certificated stocks are those reported daily to the Department of Agriculture. The New 
York and New Orleans futures prices are the averages for the nearest active month. The price of Middling 
spot cotton is the average for the 10 designated spot markets. 


During the four months between July, 1923, and September, 1924, 
when the stocks of certificated cotton in New York were more than 
100,000 bales, the price of New York futures averaged 16 points 
below the price of Middling spot cotton in the 10 designated markets. 
On the other hand, the average price of New York futures was 36 
points above the price in the 10 markets during the 11 months when 
the stocks of certificated cotton in New York were less than 100,000 
bales. ; 

The prices of future contracts in New Orleans average lower than 
the prices in New York. The stocks of certificated cotton do not 
fluctuate so widely and on the average are not nearly so large. Dur- 
ing the eight months when the New Orleans certificated stock was 
more than 10,000 bales, the price of New Orleans futures averaged 50 
points below the average price of Middling in the 10 markets. When 
the certificated stocks averaged less than 10,000 bales, the price aver- 
aged 18 points below the average in the 10 markets. 

The quality of the certificated stock is an important factor in de- 
termining the relative price of futures and spot cotton. When there 
are large premiums for cotton above seven-eighth inch and there is a 
large supply of seven-eighth inch of poor character, the shorter 
lengths tend to be delivered on contract and thus to depress the price 
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of futures. At other times when there is a crop of high quality 
with narrow premiums, inch cotton or even better may be delivered 
on contract. At such times the contract is relatively more valuable 
than when the stocks are poor and differences for quality are wide. 

The price of cotton is determined in markets essentially interna- 
tional in trading facilities, and is based on world demand and supply 
conditions. In order properly to weigh the cotton-market situation, 
it is desirable, therefore, to know the fundamental conditions affect- 
ing the world’s demand for cotton goods and the factors affecting the 
sources of supply of raw cotton. The American production is the 
dominant factor on the supply side, especially for cotton of medium 
staple length. The production of this length cotton in the United 
States constitutes over half the world’s supply of all cotton. Over 
half the American crop is exported, so that foreign demand is rela- 
tively much more important in determining prices than are foreign- 
grown supplies. 

Cotton markets are highly specialized as to their functions, and are 
closely interrelated. The methods of trading in cotton and of price 
making have given the futures markets a very important position in 
the market structure as a whole. Trading in the futures markets 
is the most highly standardized. The contract is the most lquid, 
and the price in the futures markets tends to respond most quickly 
to the changing opinions of traders as to world demand and supply 
conditions. There is, however, a very close relationship between the 
price of futures and of spot cotton. This is due to the system of 
buying and selling in the spot markets in terms of points “on” or 
“off” futures, and to the method of liquidating futures contracts by 
the delivery of spot cotton. Much of the business in the spot markets 
is done on “basis” for forward delivery, the price to be that of 
contracts for future delivery in a designated month in a named 
market. Any unforeseen or artificial changes which affect this basic 
relationship is detrimental to efficiency in cotton marketing. 


SUMMARY 


An understanding of cotton prices involves a study of the funda- 
mental factors of demand and supply and of the machinery built 
up to bring these factors into trading relations. Since much of 
each year’s crop is placed long before it is grown, it is possible to 
anticipate the needs of spinners with a fair degree of accuracy. 
Pertinent facts as to probable demand should be made available to 
growers, so that they may more closely coordinate the volume and 
the quality of their production to the wishes of the market. 

The values of many kinds of cotton goods, such as ducks, denims, 
sheetings, and the cheaper clothing, are determined largely by the 
value of raw cotton, and the price is an important factor in deter- 
mining the amount taken. The amount of cotton taken by industry, 
however, is determined by the state of industry (notably automobile 
manufacturing, the building trades, and certain milling trades) 
rather than by the price of cotton. 

In measuring the world demand for raw cotton, statistics con- 
cerning activity of spinning spindles in the various countries are 
important indicators, though “counts” of yarn are also to be con- 
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sidered in determining consumption per spindle. Mill consumption 
is an especially important indicator, but the real measure of demand 
is not found in conditions in the manufacturing country, but rather 
in conditions in the country that ultimately consumes the cotton 
goods. Cloth sales of mills, commission merchants, and jobbers are 
other important indicators of demand. 

- The world’s supply of cotton for price-making purposes consists 
of an aggregate made up from three crops: This year’s crop, the 
carryover from the previous year (these two constituting cotton 
already in existence), and the anticipated amount of the next crop. 
Crop statistics are available in several forms, the most significant 
figures being (1) the number of 500-pound bales grown, (2) the 
counted gin bales, and (3) the number of bales entering certain 
designated markets, or the commercial crop. 

The thousands of markets handling American cotton are classi- 
fied in different ways for different purposes. The various classifi- 
cations point out peculiar characteristics of the markets and are 
valuable in the connection in which used. For the purposes of this 
discussion cotton markets are classified from the standpoint of pre- 
dominant economic services performed into: (1) Spinners’ markets, 
(2) futures markets, (3) centralizing spot markets, and (4) local 
or primary markets. 

Spinners’ markets are located in or near mill centers and exist 
primarily to supply spinners’ needs. Foreign spinners customarily 
have a market in the local mill town, but buy also through a broker 
in the import market. The personnel, methods of selling, and rules 
governing transactions in the various spinners’ markets, domestic 
and foreign, vary greatly, owing to the wide divergence in local 
needs and in the services performed. Price making in a spinners’ 
market is largely concerned with bargaining on the “basis,” or 
parity between spots and futures, prices in American markets being 
made in terms of New York or New Orleans futures. 

A cotton futures market is a place where cotton is bought and 
sold for future delivery on a rigidly standardized contract. The 
futures markets at New York, New Orleans, and Chicago in this 
country and at Liverpool, Bremen, Havre, Bombay, and Alexandria 
abroad are dealers in cotton for future delivery, or “ futures.” . The 
futures market is essentially a price-making organization, and every 
discernable influence affecting supply or demand is reflected in this 
market. An adequate understanding of cotton marketing necessi- 
tates familiarity with the organization and methods of the futures 
exchanges. 

The centralizing, or spot, markets are the great reservoirs of spot 
cotton. Nearly every bale of cotton grown passes through one of 
these markets, and dealers and merchants draw upon them directly 
in supplying the needs of the mills. These markets are scattered 
throughout the Cotton Belt and function as assembling points and 
gateways through which large volumes of cotton move toward domes- 
tic and foreign mills. An important service rendered by the spot 
market is the classing and assembling of cotton in even-running lots 
as required by spinners. ! 

The primary market, or farmers’ market, is the place where the 
grower meets the buyer. Quite often this market is a wagon market 
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near the public square, where the farmer offers his cotton for sale 
to the highest bidder as soon as it has been ginned. The facilities 
in this local market differ widely, and the buyers and sellers usually 
operate quite independently. The two main problems of the primary 
market grow out of the limited volume of business and inability of 
the farmer to know the comparative value of his product. 

Price making in the futures market operates through the pur- 
chase of cotton for consumption and for speculation. On the supply 
side, it operates through the sale of cotton for immediate delivery 
or delivery in a named future month. Prices rise or fall with changes 
in the minds of traders in cotton as to the relationship between de- 
mand and supply. 

The conversion of the price of spots into the price of futures has 
necessitated the devising of a way to arrive at the value of the 
various classes of spot cotton in terms of the basis grade. These 
adjustments are now made by means of price differentials established 
by commercial values. The method used in establishing differentials 
for value of different grades and colors of cotton deliverable on 
futures contracts in America is prescribed by the United States cot- 
ton futures act and the regulations thereunder. Occasionally futures 
or spots are forced out of line to an abnormal degree in the current 
month as a result of what is known as a “squeeze.” The relation- 
ship between the priee of futures and of spots is very close, because 
of the system of buying and selling in the sopt markets in terms 
of points “on” or “off” futures, and to the method of liquidating 
future contracts by the delivery of spot cotton. Since much of the 
business in the spot markets is done on “basis” for forward deliv- 
ery, marked changes in the basic relationship disturb the normal 
course of cotton marketing. 
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